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Preface to the Third Edition 


In view ol’ the extensive vetent changes in our financial macliineiy, 
in the nature oC eeuiioiiiic doctrine, and in the economic pioblems 
facing contempoiaiy America, the present volume has been com- 
pletely rewritten and constitutes in a real sense a new book. Intended 
as an elementary text in courses in Money and Banking, it is 
adapted to (lass use not only in the libeial aits colleges but also in 
schools of business. Students in both types of institutions require 
an undei standing of financial processes, problems, and policies which 
the volume seeks to give. Indeed, the prime motive lor the rewriting 
of the book was to produce an up-to-date and teachable text. 

Ovei the past two or tliree decades the subject of money and bank- 
ing lias been in the forefront of public discussion. Its vital part in 
I'clarion to all phases of economic life has been widely recognized. 
The year 1941— when the last edition of the piesent work appeared— 
represents tlie termination of a de<ade of unemployment and the 
beginning of a period characterr/ed by full employment and infla- 
tionaiy pressures of varying degree. The far-reaching changes in the 
underlying economic enviionmeiit during both peiiods have resulted 
in extensive levisions in the structure of our finandal institutions 
ns well as in the lilcratiue on monetaiy theory and monetary policy. 

In rewriting the book we have drastically altered the content of 
the previous edition. The discussion of commercial banking has been 
curtailed and an extensive discussion of the money-creating process 
has been included. The treatment of central banking has been com- 
pletely iccast in terms ol the economic effects of monetary control. 
An appropriate balance has been preserved among the discussions 
of the institutional framework, monetary theory, monetary policy, 
and fiscal policy. Historical and institutional mateiials are not merely 
descriptive but aie introduced to make the theory and policy dis- 
cussions more realistic. 

Because of the effect of savings and investment on prices and eco- 
nomic activity, this book tieats all sectors of the financial system and 
not merely that of commercial banking. Throughout the text em- 
phasis is placed upon the general principles directing the flow of 
savings into real investment and upon the vole of the various finan- 
cial institutions in facilitating the saving-investment process. By re- 
lating the general principles of money and banking to the operations 
of the economy as a whole, the present edition makes clear the fiinc- 
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tioning of our financial system and indicates wheVe reforms seem 
desiiable. 

In tJie present revision stylistic clarity and sJinpHcity of prcsent^t* 
tion were the paiamuunt goals. Gencious utilization is made of bal- 
ance sheets in explaining tJie specific operations of our financial 
system. Fi*oin our teaching experiences we are tonvinccd that tliis 
procediiic does much to unravel tlic mysteries sui rounding money 
and banking and makes more meaningful the analytical significance 
of the subject under discussion. Abundant use has also been made of 
illustrative tables and chans. Thought-piovoking questions at the end 
of each chapter are designed to highlight key points in the text, and 
the selected lefeiences indicate up-to-date sources for further study. 

Our task was lightened immeasuiably by the assistance reqdped 
by numerous persons. Governmental bodies, banks, and financial 
institutions and organizations have all been generous in furnishing 
information and material. Special mention should be made of Dr, 
Ralph A. Young, Director, and Susan S. Biur, Assistant Dii'ectov, 
of the Division of Research and Statistics of the Board of Govciiiors 
of the Federal Reserve System and Edison H. Cramer, Chief of flie 
Division of Research and Statistics of the Fcdeial Deposit Insurance 
Corporation. Professois D. V. Brown and C. Cary Blown of the 
Massachusetts Institute of Technology, R. S. Van de Woestyiic of 
the University of Chicago. Edwaid Marcus and Melvin I. White 
of Bi ooklyn College, as well as Myron L. Hoch of the City College 
of New York made helpful suggestions dealing with various parts 
of the manuscript. We also wLsh to acknowledge our great debt to 
Professor Ezra Solomon of the University of Chicago. His profes- 
sional competence in conjunction with a rare flair for exposition 
and pedagogy have contributed immeasurably to ^vbatever siicce.ss 
the book may enjoy. R. ICcssel and R, J. Bates read various chapters 
in the book; their suggestions reduced eiiois in content and exposi- 
. tion. Pedro Leano assisted in the preparation of Part V, and Grany 
Dominy assisted in the preparation of Chapter 16. I. Lawrance co- 
operated in the prepaiation of the first version of the book, Gertrude 
H. Horowitz assisted in the typing, and Elisabeth Steinberg typed 
a laige portion of the final copy as well as assisted in the preparation 
of the index. August Glaser of the National Association of Mutual 
Savings Banks prepared some of the charts. Needless to say, the 
aiithoi’s assume sole responsibility for the book’s shortcomings. 

Febiuary, 1963 
New York, N. Y. 

Cambridge, Mass. 


W. H. S. 
E. S. 



Contents 


l>arl 1. MONEY AND CREDIT 

1. Money and Economic Activity 3 

2. The Monetary System/ 21 

S. Monetary Standards 44 

4. Credit and Credit Instruments 64 

fart II. COMMERCIAL BANKING STRUCTURE 
AND OPERATION 

5. Commercial Banking 89 

6. The Commercial Banking Process; Deposit 

Creation and Destruction 118 

7. Bank Operations: Sources of Funds 148 

8. Bank Opeiations: Uses oC Funds 173 

9. Poittolio Problems 199 

10. The Money Market. Commercial Financing 

Facilities 216 

Part III. CENTRAL BANKING 

11. Banking Development in the United States 

to 1913 245 

12. The Structure and Service Functions of the 

Federal Reserve System 266 

13. The Federal Reset ve System’s Control over 

die Money Stock 296 

14. Instruments of Control over the Monetary 

Stock 327 

15. Monetary and Fiscal Powers of the Treasuiy 365 

Appendix 1: The Factois Affecting Bank 

Reserves 397 

Appendix 2; The Monetary Stock of the 

United States 406 

Part IV. MONETARY THEORY 

16. Money, Price Levels, and Economic Activity 425 

17. Long-run Theoiies of the Value of Money 463 

vll 




CONTENTS 


vlil 

18. The Evolution from the Quantity 'Theoiy 48.5 

19. The Modem Tlieoiy of Income 

Dctei mination fi 1 h 

20. Income and Employment 5.88 

Pan V. INTERNATIONAL FINANCE RELATIONS 

21. Interiiafional Finance 5.57 

22. The Process oC International Adjustment 591 

23. Postwar International Monetaiy 

Reconstruction 518 

Part VI. MONETARY POLICY 

24. Monetary and Fiscal Policy 653 

25. Federal Reserve Policy: 1914-19.39 678 

26. Fedeial Reset ve Policy Since 19.39 698 

Pan Vll. FINANCIAL INSTITUTIONS 

27. Financial Institutions and the Flow of 

Saving into Investment 725 

28. The Secuiities Maikcts 729 

29. Investing Institutions 7.52 

.30. Urban Moitgagc Ciedit and Agiicuhui'al 

Credit 782 

31. Consumer Credit 821 

Index 841 



MONEY AND THE CONTROL OF ECONOMiC UfS Ifi 

to win a fortune in a pecuniary sense. To win by this money test is to 
certify one’s self tangibly and demonstrably as having scored in the most 
•widespread and absoibing of competitions. Is one a great artist— what 
do his pictures sell for? Or what is the Income of this leading advocate? 
Or ol that famous singer? How gieat are the author’s loyalties? The 
pecuniaiy standaid tends to be carried over into nonpecuniaiy fields. 

It is almost past belief how far both in dcgi ee and in direction money 
valuations pcivade all our thinking. Cheapness is pione to be synonymous 
with ugliness, richness with beauty, elegance with expensiveness. No one 
can tell for himself where the really esthetic begins and the sheer pe- 
cuniary ends. In the held of morals, also, the so'called cash-register con- 
science is an actual thing. And one might go still further and note tliat 
almost all great political issues, and almost all absorbing social problems, 
and almost all international complications rest upon a 23ecuniaiy basis. 

■ MONEY AND THE CONTROL OF ECONOMIC LIFE 

The study of money and banking is a means to under- 
standing Iiow the operations ol our financial institutions affect the 
functioning of our economic system. The ends of oui study should 
be the formulation of monetary policies designed to assure that our 
monetary system will facilitate the attainment of those goals for 
which society expresses a desiie. 

In the nineteenth century the classical economists argued that 
money is essentially ’’colorless” and ’’adjusts itself to trade" rather 
than tlic reverse. To tiicm money was useful as a laborsaving device 
which overcame the disadvantages of barter in effecting exchanges. 
Aside from this advantage of money, they insisted that the volume 
of output, the kinds and proportions of goods and services produced 
and consumed, and the distribution of wealth and income would 
be the same in a money economy as in an efiicient barter economy. 

Thus John Stuart Mill stated: 

It must be evident, however, that tlic mere introduction of a particular 
mode of exchanging things for one another by first exchanging a tiling 
for money, and then exchanging the money for something else, makes no 
difference in the essential character of transactions. . . . There cannot, 
in short, be intrinsically a more insignificant thing, in the economy of 
society, than money; except in the character of a contrivance for sparing 
time and labor. It is a machine for doing quickly and commodiously, 
what would be done, though less quickly and commodiously, without it: 
and like many other kinds of machinery, it only exerts a distinct and 
independent influence of its otun when it gets out of order, ^ 

8 Piinciples of Political Economy, Book III, Cliap. VII, Sec. S. Italia added. 
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The classicists were of the opinion that monetary disorders were 
the exception rathei than the rule; on the infrequent occasions 
when they occun-ed, the resulting disturbances were small enough* 
to be ignored since they would coirect tliemselves. The fundamental 
concern of the classical school was a consideration of the long lun 
in which they assumed full employment would exist By devoting 
attention to the long run (and since money in their view was passive 
in its effects on the economy), they could analyze the operations of 
the economic system in teiins of barter. 

With the passage of years there has been a growing concern about 
the short-run operations of the economy with its characteristic lapses 
from full employment. This change in emphasis is peihaps most 
dramatically expiessed by John Maynaid Keynes’ statement “In the 
long lun we are all dead." 

Attention to the shoit-run operations of the economy has stressed, 
especially since 'World War I, the study of business cycles. Econo- 
mists of the twentieth century, for the most pait, agree that the 
classicists underestimated the influence exerted by money. Money 
may hinder rather than aid economic activity; it is often “out of 
order,” sometimes in one ivay and sometimes in another. Monetary 
policy has significant effects upon the total volume of employment 
and output, upon the distrilnition of wealth and income among the 
membei's of the community, and thus upon the relative quantities 
and values of individual commodities produced and sold. 

The economic disturbances following 1929 merely served to 
heighten intciest in these problems and especially in the role of 
money in our economic life. Monetary policy reflects the changing 
inteiests and empliasis of monetary theory. Since contemporary 
analysis recognizes that money is an important factor in the opera- 
tions of our economy, the effects exerted by money are not to be 
left to chance. Money is to be deliberately managed with a view 
to assisting, if not achieving, certain definite economic and social 
objectives. CiUTently the over-all objective of monetai 7 policy is to 
aid in achieving high and relatively stable levels of income and 
employment. 

When there is general unemployment of the factors of production, 
an expansion of the stock of money is employed to increase the pur- 
chasing power in the hands of the public. The additional purchasing 
power is sought as a means of creating a demand for the idle re- 
sources, thereby leading to an increase both in employment and 
in the^ output of goods and services. Conversely, in a period of full 
eniplbyment and rising prices a reduction in the money supply is 
called for in order to help prevent further upward pressure on prices, 
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Monetaiy policy assigns to money an ambitious role. But one 
must beware of overemphasizing the influence of money. The level 
*nt attainable output depends upon the resources of the nation, 
including its capital goods, the state of technology, the energy, intel- 
ligence^ and skills of its labor force, the imagination and enterprise 
oi its business management, and, especially, the wisdom of economic 
policies of its government. Monetaiy policy can help expand produc- 
tion and real wealtli in a period of unemployment and can assist 
in maintaining high and stable levels of employment of men and 
machines. ^Visdom in monetary policy, if it is to be fiuitful, must 
be accompanied by irisdom in other economic policies. By itself, 
monetary policy affords no single or simple panacea for the regu- 
lation of economic life. 

QUEsrroNS and problems 

1. In the Slimmer of 1933 Robert Porterfield started the Barter Theater 
at Abingdon, Vnginia. At that time 80 percent of the admissions were 
paid in produce or other goods. 

a. Why was the plan instituted at that time? 

b. How weie the terms of the barter transactions set? 

c. Wliy is a much smaller percentage of admissions today paid in 
goods? 

d. Why has the plan not been used on Broadway? 

2. Explain how the monetary unit serves as: 

a. An index foi business policies 

b. A basis of family budgets 

c. A guide to economic organization 

3. Explain how each year in a private enterprise system productive energy 
is apportioned to creation of capital goods in contrast to consumer 
goods, in Older to leplenish and extend the supply of capital goods. 

4. a. In 1951 expendituies Cor personal consumption by the American 

people weie estimated at $205 billion, whereas the average amount 
of coin and paper money and adjusted demand deposits was only 
around $119 billion. Explain how this was possible, 
b. Criticize the view that the volume of money (including both, cur- 
rency and bank demand deposits) in existence in a nation should 
equal the value of its existing wealth. 

5. Point out the nature of tlic error involved in the position taken in each 
of the following statements: 

a. Piesent day “mercantilists" still exult in a "favorable" balance of 
trade (excess of merdiandise exports over imports). 

b. Throughout American history there has been a strong movement 
to identify a plentiful supply of money with ino-eased economic 
welfare, hence continuous complaint that our supply of money is 
insufficient. 
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6. “In the light of much current propaganda, it is worth while reiterating 
the fact that men and nations grow richer only thiough an increase 
in the useful goods that they own, either directly or indirectly.” (F. C.* 
James, The Economics of Money, Credit and Banking, 3d ed., New 
York, 19‘J0. pp. 28-29.) 

a. Explain the significance ot this statement for the student of money. 

b. How do you reconcile your answer in (a) above with the fact that 
totalitarian propaganda attaches little if any significance to the 
volume of money and that such nations resort to diiect methods of 
organizing economic activity? 

c. Can money be made to aid the increase in riches mentioned in the 
quotation? How? 
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The Mflinetary System 


■ THE EVOLUTION OF MONEY 

T 

I HE objects which have served as money are legion. 
Staple commodities like nee, salt, corn, and tobacco were among 
the eailiest iorms ot money. Cattle, slaves, iron, and copper each 
also served as money. But gradually these cailier forms of money 
were supplanted by the precious metals. Gold and silver— compact, 
indestructible, divisible, and universally desired— offered a combi- 
nation ot (qualities which made them ideally suitable to serve as 
money. Systems of coinage arose to save time and trouble in effecting 
payments; coinage peiniitted payment by count rather than by 
weight and made it easy to divide the metal into convenient units 
for making payments. For centuries gold and silver coin provided 
the ivorld’s monetary stock. 

The next stage in the evolution oL money took place when signed 
receipts lepresenltng claims to gold or silver began to be used as 
money Beginning in the latter half of the eighteenth centuiy, tliese 
paper forms consisting both of notes issued by commercial banks 
and of notes issued by governments began to displace on a substantial 
scale the large denomination coins in the monetary systems of the 
nations of the ^Vestein world. However, before paper money com- 
pletely supplanted gold and silver coins, yet another stage in the 
history of money evolved. The check against a bank deposit was 
employed to effect payments between individuals and businesses. 
Toward the end of the nineteenth century checking accounts had 

21 
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become the principal means of making payments both in the United 
States and Great Britain. 

Gold coins circulated concurrently with other forms of money; 
although in decreasing quantities, in many western European conn- 
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Swedish 8-Daler Coin “Fpgio Cent**-"First United 

States Coin 

FIGURE 1 EARLV MONEY 

Source* R, Wm. Rapp and Lore L Rapp, A Graphic Approach to Econotnics (New 
York, I9SI), p. 109. Reproduced from (he Chase National Rank's Collection of Moiiejrs 
oC the World. 

tries and in tlie United States up to World War I. After World 
War I measures to economize the use' of gold led to the ^vithclrawal 
of these coins from the circulating media of the western European 
nations. In the United States, however, gold coin continued to circu- 
late as a part of the monetary stock until 19SS when they were 
^vithdrawn from circulation. _ - - 

Throughout the history of money, with its shifts in relative em- 
phasis from one form to another, the evolution has been in the 
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direction of separating money from any valuable money material.* 
The long history of money is best viewed as an “almost unbroken 
e^'olution from commonjilace, concrete, and simple forms to the 
representative, incorporeal, and abstract.” ^ Gold and silver them- 
selves aie in a sense representative toims of money when compared 
to the earlier staple and directly consumable forms of money. Gold 
and silver coins can be viewed ns mCftal tickets which are the means 
of acquiring goods and services which the people ivant. ^Vhen papei 
money iirst came to be used, it tvas, strictly speaking, representative 
of a fixed quantity of gold or silver locked m the vaults of the 
issuer. Today a clieck is a claim to a more basic form— paper money 
—which the bank will pay on demand. The modern stock of money 
has increasingly less relation to the metallic gold stock, and money 
has tended to become increasingly abstract. 

■ NEAR MONEY 

Since the evolution of money has occurred in over- » - 
lapping stages, the problem of defining what is money propei and 
what is merely a convenient substitute for money is an extremely 
difficult one to which there is no clear-cut auswei. It is noiv recog- 
nized that it is a mattei of more or less rather than of yes or no. 
Today some economists prefer to restrict the term money only to 
hand-to-hand forms of currency. Others define money to include 
both cuiTency and demand deposits subject to withdrawal by check. 
Still others would add both time and savings deposits ^s' well on 
the grounds that although banks have the right to require tiotice 
'before withdrawal can be made from the account, the customary 
practice is to honor Withdrawal on demand. But if time and s,ivings 
de))osit 5 can be regarded as money, why should we not also include 
I'cadily marketable short-term debts, such as United States Treasury 
bills and Treasury certificates and banker's acceptances, or even 
leadily maiketable long-term bonds? 

Ultimately, U'lieie ive draw the di^'iding line between what is - 
money and what is not money is a matter of convenience. Thci 
generally accepted convention today, as we .sair in Chapter 1, is to 
define aS|raoney anything which has a fixed piicc in teiins of the 
unit of account and which is also generally acceptable by the com-* 
munity at that price. | In other words, iwe count as money in the 
United States only those forms xvhich have a constant price in terms 
of dollars and which generally can be used immediately as a means 

1 F. D. Graham and C. R. Whittlesey, Golden Avalanche (Princeton, 1939), p. SIS 
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o£ making ]xiyments.^By this dciinition only hand-to-hand currency 
and demand deposits are money proper.** 

Those forms which are excluded Irom the stock of money by oiTV 
dennition of money can he stratified on the basis of their tiearncss 
to money. The aiteiia tor measuring the moneyness of tlie many 
forms of near money which exist aie (1) how constant is tlie price 
of a given asset in terms of the unit of account and (2) how quickly 
can it be converted into money. In the days when money c'onsisted 
of only full-bodied coins, the principal forms of near money were 
ai tides wliich were made of tlie monetary metals. Today the domi- 
nant types of the near moneys other than time deposits at banks 
are sliort-term, highly marketable, debt instruments. Some of these 
are nearer to money than others or, in other words, are more liquid 
than others. Government Treasury bills, which are traded in a 
highly developed and continuous market and which also have the 
public’s confidence m their price stability, are more liquid than 
long-term corporate bonds, which, for example, are subject to greater 
price fluctuations. Corporate stocks, whidi unlike bonds do not 
contain fixed conu'actual obligations to pay interest and principal 
at a specific date, are traded in more erratic markets and are even 
further removed from money. 

Althougli we have excluded near moneys from our definition of 
money pioper, they play an inipoitant role in all sphcies in which 
money is important. We cannot exclude near moneys in an analysis 
of the factors affecting economic activity. ^Vhen tlie community, 
for example, holds a large volume of near money, it may have less 
need for hofding money inroper and may, therefore, spend its money 
on goods and services, thus increasing the demand for currently 
available supplies of these goods and services over what would have 
been demanded if there were no near monc’y in the economic system. 
The presence of a large volume of near moneys makes the problem 
of monetaiy management more difficult. 

■ CIRCULATORY DEVICES 

The definition of money is not tlie only problem 
which arises from the fact tliat tlie evolution of money has taken 
place in overlapping stages. "When there is more than one type of 

3 Even (odsy checks s<re »ot imii'crsnllv itsRhle .is money Diu in the United States 
and Great flritam their acceptability is so tindc that it makes marc sense to include 
demand dctxisits in the monetary slock lathcr than lo exciucie them. In many foicign 
countries ihccks are so rarely accepted that demand deposits cannot be included as 
money proper. 
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money in circulation, numerous issues arise in connection with 
coordination of the cUfEerent foims o£ money. 

How can tlie various forms of money be kept in circulation at 
jjar or a hxed ratio of exchange so as to provide a homogeneous 
monetary system? It sliould be evident that when a commodity 
money is employed, the bullion content sliould not be saleable lor 
a price above the (ace value of the com as people will take the 
coiii'out oi circulation and melt jt doivn. In the event the entire 
stock oE money consists of paper with the same legal tender power 
the different types of paper money would never depreciate relative 
to one anotlier. 

HLstoiy IS full oE examples which show that merely expressing 
the various forms of money in terms o£ a common unit of account 
does not ensure that the public will continue to treat all forms of 
money in the same ivay. Tliese historical illustrations lie behind 
die adage “that bad money drives out good money.” This ancient 
truth was recognized as early as the fiEth century u.c. m Aristophanes’ 
Fro^s and ivas foiinulated Iiy Sit Tlionias Giesham during the reign 
of Queen £li/abeth into a pioposiiion now known as Giesham’s Lmu. 

The opeiation of the “lair” is as follows: Where two or more 
forms of money of the same nominal or face value (in terms of the 
unit of iiccount) are in concurrent circulation and if one is relatively 
overvalued for inouctai7 purposes, the selMnteiest oE the public 
(the banking and financial community in particular) will lead them 
to discriminate between the two forms. The unden'aUied form wifi 
be retained, and the overvalued iorm will be passed along to others 
in payment lor goods or debts. In time the form of money which is 
undervalued lor monetary purposes will disappear from circulation. 
The loose popular formulation of the law that “bad money drives 
out good money” should be restated that bad (overvalued) money 
is attracted into monetaiy use and good (undervalued) money into 
nonmonetary use. 

Many complicated developments are passible if the community 
is in a position to refuse to accept the bad money (overvalued for 
monetaiy purposes). With the good money (undervalued for mone- 
tary pin poses) being hoauled and bad money not accepted, the stock 
of money will not suffice to meet the public’s monetary lequire- 
ments. If tliese conditions prevail, the good money will not disappear 
but will continue to circulate at a premium. In older to prevent 
different forms of money with the same face value from circulating 
some at a premium and otheis at a discount, certain regulatory 
devices become necessary. 
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A second and related problem also calling for regulatory devices 
by the nionetai y aiichoiity arises wlien more than one form of mongy 
exists. When most contiacts involving lutui'e payments call for pay- 
ments in money but do not specily the type of money, a dispute 
may arise between debtor and creditor over the type of money which 
is acceptable to tlie creditor. 

REDeMPTION AND BACKING 

To ensure concurrent circulation at face value of 
different forms of money, it is imperative that the public is assured 
that there is no advantage of one form of money over any otlier. 
In other words, it is the duty of the monetary authority to see that 
no “bad” money exists in the economic system. To achieve this end, 
governments have used the device of ledcmption. At any one time 
in a given phase of monetary history, one form of money is the 
standard form. Standard money refers to that money with which 
the monetary authority can meet its ultimate obligations. Redemp- 
tion refers to the willingness and ability of the monetary authority 
to pay out standai'd money dollai for dollar in exchange for any other 
form of money whose circulation it wishes to ensure. So long as 
redemption facilities exist, all foims of money are on a paiity with 
the standard and hence with each other. In this manner the opera- 
tions of Gresliam's Law are avoided. 

But the redemption feature in its nariow sense of conversion of 
all forms of money into the standard does not provide the whole 
solution of maintaining diverse fonns of money in concurrent cir- 
culation at par. The public must be confident not only that each 
form of money is convertible, but also that it will continue to be 
convertible, dollar for dollar, into standard money. The confidence 
in the future of each foi'in of money has been achieved in the past 
by regulations requiring that adequate reserves and adequate back- 
ing be maintained by tlie issuing body against all forms of curieticy 
in ciiculation so that the public is convinced that Its money balances 
can continue to be exchangeable. To achieve and maintain the 
public’s confidence in demand deposits, the principal form of money 
in our country, a vast network of regulations have been devised to 
assure the solvency of our banks. 

LEGAl TENDER 


The second problem, that of averting confiict over 
the kinds and quality of the money tendered in payment by a debtor 
to a Cl editor and thus ensuring that business may be conducted with 
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dispatch and certainty, has been resolved by means o£ a legal regu- 
latory device— legal tender. 

' Legal tender is an attribute granted to money by law. The law 
stipulates that certain types of money serve as valid j3uymcnt of all 
debts provided no agreement or contract exists to the conn ary, A 
precise definition is automatically provided regaiding the manner 
of payment Cor all contiacts involving payments in money. Trade 
is theieby facilitated. Should a creditor lefuse to accept '‘legal- 
tender” money offered to him by a debtor, the debt itself is not 
canceled. Howevei, the creditor loses his right to receive interest 
from the date the payment was tendered and refused. Moreover, 
the creditor loses the right to sue the debtor for damages arising 
from nonpayment. 

Until 193.*1 the vai'ious currencies in circulation had differing 
degrees of legal-tender power. Gold coin and certificates and, except 
where otherwise expressly stipulated, silver dollars, and Treasury 
notes of 1890 liad unlimited legal-tender power. Greenbacks, too, 
possessed the same power except that they were not legal tender in 
payment of interest on the public debt. Silver certificates, Federal 
Reserve bank notes, Federal Reseive notes, and national bank notes 
possessed no general legal-tender power, but tJiey weie an acceptable 
form in which to pay all classes of public dues. Fi actional silver and 
minor coins were limited in their legal-tender power to a total of 
§10 and 25 cents respectively. Since May 12 and June 5, 1933, all 
distinctions as to die legal-tender power ascribed to the various coins 
and currencies of the United States were removed, and equal legal- 
tender power was granted as follows: 

All coins and currencies of tlie United States (including Federal Reserve 
notes and circulating notes of Federal Reserve banks and national bank- 
ing associations) heretofore or hereafter coined or issued sliall be legal 
tender for all debts, public and piivate, public charges, taxes, duties and 
dues, except that gold com when below the standard weiglit and limit of 
tolerance piovided by law for the single piece, shall be legal tender only 
at valuations in proportion to their actual weight. 

It should be noted that checking deposits are still not legal tender, 
although the banks are obligated to redeem them on demand in 
legal-tender money. Lack of legal-tender power reduces the general 
acceptability of bank deposits only in periods ivhen confidence is 
lacking in the banks’ ability to redeem their debts. 

The term ‘‘laivfur' money is often used and must be distinguished 
from legal tender. Lawful money is the form or forms of money 
^vhich a particular law states may be used for a certain purpose. 
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What is lawful money for one purpose is not necessarily lawful 
money for another. Thus, Federal Reserve notes, although legal 
tender for all debts, public and private, are not lawful money lor 
use as reserves of the Federal Reset ve banks. 

■ FORMS OF MONEY 

The past quarter of a century has witnessed a con- 
tinuation of the evolution of money from its commodity status to 
an abstract status ^vliere debts are used as the means of payment. 
Our present monetary stock consists of both metallic and paper 
foims. In order to understand more clearly the various kinds of 
money, Table 1 contains a comprehensive classification of the diverse 
forms of moiiey i^iticularly applicable to modern times. 

TABLE 1 


GLA.SSES OF MONEY 


Issuer 


Form 

Coin 

Paper 

Government 

Full-bodied (standard) 

Representative full-bodied 

Banks 

Token (subsidiary) 

Representative token 
Circulating notes 

Central 


Cii dilating notes 

Other 


Circulating notes 

Demand deposits (checking 
accounts) 


FULI-fiODfED MONEY 

Full-bodied money is money whose value as a com- 
modity for nonmonetary purposes is equal to its value as money. 
Many of the earlier commodity moneys, such as rice and cattle, were 
as valuable when used as commodities as they were when employed 
as money. In modern times the cliief full-bodied moneys have been 
coins made of the standard metal that is employed when a country 
is on a metallic (gold, silver, or bimetallic) standard. 

Full-bodied coins usually exist when there is an unrestricted and 
virtually costless fioiv of the metals into and out of the monetary 
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system. Free coinage exists Avhen anyone may take the standard 
metal to the mint and have it coined; it is also unlimited when no 
restrictions arc placed on the amount. The coinage is gratuitous 
when the government does not impose a charge for coining the 
metal.® A charge which just covers the cost of minting (as has usually 
been tlie case on tlie continent of Europe) is termed biassage, w'hile 
one which exceeds the cost of minting coins is tcimed seignorage. 
Where a charge is made for coinage, the maiket value of the material 
in a coin can fall below its monetary value by the amount of the 
charge. If the monetary value of an ounce of gold is $35 and the 
cost of coining the ounce is $2> then the market price of an ounce 
of gold can remain at $33 without a shift of gold from the market 
to the mint. 

The self-interest of individuals ^vill lead them to employ the metal 
in the more valuable use, either redeeming money in the metal and 
using the metal in industry or withdrawing metal from industry 
in order to obtain money. Thus, the value of full-bodied coins as 
money and the value of their bullion content as’ a commodity are 
kept equal. For example, if the gold contained in full-bodied coins 
were worth more as a commodity than as money, people would melt 
coins and sell them as bullion. This would reduce the supply of 
money and increase the supply of gold as a commodity; the money 
value (purchasing power) of gold coins would lise and the value 
of gold as a commodity would fall until the value of gold in monetary 
and in commodity uses was equal. Conversely, if gold became worth 
more as money than as a commodity, the metal would be taken to 
the mint and less would be available for use as a commodity. The 
value of gold as money would decline and the value of gold as a 
commodity would rise until the value of gold in either use was 
cqualired. In summary, the flow of gold out of the mint into industry 
j)i*e vents the value of money from falling below the value of the 
metal for other uses while the flow of gold into the mint prevents 
die value of money from rising above the value of the metal in other 
uses. 

Full-bodied money is a rarity in modern monetary systems. Despite 
the disappearance of such money, many people still view full-bodied 
money as superior to other types of money. This attitude undoubt- 
edly arises from the feeling that Full-bodied money can be shifted 
to nonmonetary uses tvithoiit a loss in value. Tlie value of any metal 
depends on its supply and demand. The aggregate demand for the 

mother tlian for assaying or testing tlie rmcness of the bullion before melting, 
removing the Inipiinties and base metals, >tnd adding the cojiper allo)' lo give greater 
durability. 
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metal consists of (1) the (monetary) demand for it for use as money 
and (2) the (nonmonetary) demand for it in other uses. If we assume 
tlie meta] to be gold, it should be readily apparent that the major 
pan of the demand foi gold stems hom its use as money. Thei'eCore, 
the nonmonetary demand for gold is far less important than the 
monetary demand in determining the value of gold. While small 
amounts of full-bodied money may be shifted to nonmonetary uses 
without a loss of value, a large-scale attempt to convert coin into 
bullion for other than monetary uses is likely to lead to a reduction 
in die value of the metal. For example, if all nations ivcre to de- 
monctire gold and offei it on the mai ket as a commodity, its value 
would fall. This is perhaps best illustrated by the decline in the 
value of silver since the latter part of the nineteenth century when 
most nations demonetized silver and sold it as a commodity. 

As ivas mentioned eailier, the coinage of gold was discontinued 
in most European countries in 1914. In the United States gold con- 
tinued to be coined in most of the inteiwar peiiod. In 1933, however, 
individual holdings of gold coin weie restiicted, and later in the 
same year all gold was called in by the government. In that year 
gold coinage was discontinued, and since 1934 no fuU-}>odied money 
has circulated In the United States. 

REPRESENTATIVE FULi-BODIED MONEY 

Representative full-bodied money is a form of paper 
money which is a warehouse receipt for full-bodied coin or its 
bullion equivalent held by the government. Prior to Mardi 1933 
an individual in the United States could deposit gold coin or bullion 
with the Treasury and receive in return gold certificates of an equal 
amount. The gold deposited by the individual was really owned by 
the holder of the certificate; the government merely acted as ware- 
houseman. The paper money (gold certificates in the above illus- 
tration) has no commodity value of its own but represents and 
ciixruiates the full-bodied money or its bullion equivalent. Repte- 
sentative full-bodied money offers the advantages of full-bodied 
money without the expense of coinage and avoids the wear and tear 
arising from handling full-bodied money.* 

The gold certificates comprising part of the money supply in the 
United States before their recall from circulation in 1933 represented 
the equivalent amount of gold coin or bullion stored in the Treasury 
and payable to the holder on demand. The case of a holder of gold 

* The savings arising from the climinalion of coinage are offset to some extent by 
the cost of providing the representative (papci) money. 
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ceitificates who sued for the right to get $1.69 in devalued currency 
for each $1 in gold certificates he held was decided by the Supreme 
Court m 1 935.* There is no longer any representative money in this 
country since the court’s decision stated: 

Gold certificates . . . weie lequired to be issued in denominations of 
dollais and called for the payment of dollars. . , . Being ciinency and 
constituting legal tender, it is entiiely inadmissible to regard the gold 
certificates as warehouse receipts. , . . They were not contracts foi a 
certain quantity of gold as a commodity. They called for dollars, not 
bullion.*' 

At the present time there exists a new type of gold certificate held 
by the Federal Reser\'e banks. These certificates are issued to the 
Federal Reserve banks when they tiansfer gold to the Treasury. 
Such certificates arc not, hou'ever, part ol the currency in circulation 
since they aie held only by the Rcscive banks. Moreover, tJiey may 
not be redeemed in bullion except at the discretion of the Treasury. 

CREDIT MONEY 

Credit money is any money other than representative 
full-bodied money that has a money value greater than the market 
value of the material ol which it is made. All the money in circula- 
tion in the United States today is credit money, and the same is true 
of almost all the moneys that circulate in other countries. The 
principal modern types of credit money are (1) token coins, (2) 
circulating notes (paper money), and (3) checking accounts. 

Token Goins Token coins are those whose value as money is 
significantly greater than the value in the commodity markets of the 
materials from which they are made. In a real sense token coins 
are merely evidences ol govei nnient debt printed on pieces of metal 
rather than on paper. Today all the United States circulating coins 
—the silver dollar, subsidiary silver (the half dollar, quarter, and 
dime), and minor coins (die nickel and cent)— aie token coins. In 
June 1952 the market value of the silvei contained in the silver 
dollar was about 71.1 cents and the value of the copper a small 
fraction of one cent more, making a total of slightly over 71 cents 
in all. The market value of the metal contained in subsidiary silver 

> Since the dollar was reduced lo 59 OS percent oE its former ineiallic content, 
the certificate holder cleshed to ohtam the er(ui valent in clevahicd dollars, ivliich he 
calculated by dividing the old 100-perccnt dollar by the new 59 06-peicent dollar. It 
was on the basis of this reckoning that he claimed he was entitled to $1,69 In 
devalued currency. 

0 A'oriz United Slates, 294 U S. 31? (1935). 
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and token coins was even lower relative to their monetary value/ 

Why are people willing to accept these coins at money values 
greatly in excess of the value o£ the materials out of which they are 
made? There are at least three leasons why these coins ciiculate at 
money values in excess of the value of the commodities contained 
in them. 

1. The stock of token coins is deliberately limited by the govern- 
ment. Coinage of token coins is hmiled not free. The difference 
betu'een the market cost of the materials contained in the coin and 
the monetary value of the coin yields a monopoly profit to the 
government. Token coins are not issued to piovide profits for the 
government. The amount of such coins introduced into circulation 
is determined by the mint authority's judgment of the needs of the 
community for token coins. 

2. In order to ensure that token coins will circulate at a parity 
with other types of money, the government permits redemption of 
the coins, at tlie will of the holder, into other forms of money. Since 
token coin.« are freely interchangeable ivith other forms of money, 
they are maintained at a parity with them. 

S. Token coins are granted legal- tender power. Thus, the govern- 
ment decrees that creditors are bound to accept them in payment 
of debt.® 

Representative Token Money Representative token money is in 
effect a circulating warehouse receipt foi token coins or their bullion 
equivalent held by the government. In form it is similar to a certifi- 
cate representing full-bodied money. However, unlike representative 
full-bodied money, the coin or bullion held as backing is worth less 
as a commodity than as money. In the United States the silver 

T table 2 

MFTALMC CnNll-Nl' OF COINS OF THE UNITED STATES 


Coin 

Total ^\cight 
<gialns) 

Composition 

Principal 

metal 

Alloy 

Uotiar 

4i2.5 

90% alicr 

10% copper 

Malt dollar 

192.9 

90% silver 

10% Copper 

Quarter 

96.45 

90% silver 

10% copper 

Dime 

38.53 

90% silver 

10% copper 

Nickel 

77.16 

7.5% copper 

25% nickel 

Cent 

48.0 

95% copper 

5% tin & zinc 


s Token coins may be granted limited legal power In the United States until 19SS 
pennies had Icgul-tendcr power up to payments of Lwcnty-fivc cents. Since 1933 all 
token coins have luilimited legal-tender power in this country, 
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cerltficatc, which provides the bulk of out one dollar bills, is the 
best illustration ot i eprescntativc token money. Silver certificates 
are issued against the deposit ot silver dollars by individuals or 
against purchase of silver by the government. These silver certificates 
are convertible into silver dollais on demand. 

Most economists question the monetary advantage of issuing paper 
money backed by silver having a mai ket value far below its monetary 
value. Paper currency without specific backing would be equally 
satisfactory in providing a means of payment. It must be recognized 
that the use of silver certificates in the United States reflects the 
political activity of silver producers in improving the market for 
their product. Silver certificates were first issued to circulate silver 
the government was required to buy under the Bland Allison Act 
of 1878.® They are now issued against silver purchased under die 
Silver Purchase Act of June 19, 1934, mentioned in Chapter 3. 

Circulating Notes Circulating notes issued by governments cither 
can'y the government's promise to redeem them on demand in other 
types of money or are simply noninterest-bearing debt of the govern- 
ment stated in monetary units, that is, one dollar, five dollars, etc. 
The latter type of circulating note is often described as fiat money 
because they entail no promise of redemption but circulate because 
the government decrees that they are money. 

The only form of circulating note issued by the United States 
Government which is still in circulation is the United States note 
or, as it is sometimes called, the "greenback.” Issued in 1862 to help 
finance the Civil War, gi eenbacks were at first fiat money, and some 
$450 million were put into circulation. By 1878 the amount out- 
standing was reduced to $347 million, and as of January 1, 1879, 
the United States note iras made redeemable in gold. The Cold 
Standard Act of 1900 provided for a separate gold reserve of §156 
million to serve as backing for these notes and the remaining Treas- 
ury notes of 1890.‘® 

Circulating notes issued by central banks^ as the Federal Reserve 
banks, the Bank of England, and others, account for a large fraction 
of the hand-to-hand money used in most advanced countries today. 
Federal Reserve notes are issued by die twelve Federal Reserve banks 

« Treasury notes of 1890, seaircd by the silver purchased under the Sherman Silver 
Purchase Act ot 1800 and issued under the terms of the act aie similar to silver 
ccrtincatcs. The act was lepealctl In 1893, and there are now only one million dollars 
of Treasury notes of 1890 outstanding, most of tliese arc lielieied eithci lost, destroyed 
or In the hands of collectors. 

10 The Thomas Amendment to the Agricultural Adjustment Act of May 12, 1933, 
autlioiized the President to issue enough additional United States notes to bring the 
total oiitsiaiiding at any one tune to ^ billion This power was never used and was 
revoked on June 12, 1915. 
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and are also direct obligations of the United States Government. 
The notes aie fully backed by collateral consisting of 25 percent in 
(neW’Style, noncirculating) gold ceitihcates and tiie balance either 
in commercial paper that is eligible for rediscount with the Reserve 
banks or direct United States Government obligations. These notes 
were designed to jirovide an elastic cun'ency, that is, a currency 
which increased and deci eased in quantity with increases or decreases 
in the volume of business. Elasticity of the stock of currency ^vas 
sought by tying Federal Reserve note issues to collateral which varied 
directly with the level of business activity. When business was brisk, 
Lommeicial banks would augment their lending power by redis- 
counting commercial paper with the Federal Reserve banks. The 
Reserve banks, in turn, ivould have a larger stock of commercial 
paper and could issue more Federal Reserve notes. Conversely, when 
business activity was at a low ebb, less currency would be needed, 
and business firms would repay their delns to the commercial banks. 
The inflow of currency would enable the commercial banks to re- 
duce their rediscounts (borrowing) 'with the Reserve banks. The 
latter, in turn, would have less commercial paper as backing for 
Federal Reserve notes and would issue fewer notes; in addition, the 
Reserve banks would not reissue (that is, would retire) notes that 
they received. 

The Federal Resei*ve Act of 1913 also made provision for the issue 
of Federal Reserve bank notes. The law originally required that the 
collateral for these notes would be certain specially designated issues 
of United States Government bonds "bearing the circulation privi- 
lege" and a 5-percent redemption fund. These notes were used on 
only three occasions and are now in the process of being retiied. 
Under the Pittman Act of 1918 provision was made for the retire- 
ment of silver certificates so that the silver backing could be shipped 
to India; Federal Reserve bank notes were issued to replace the 
silver certificates ivithdrawn from the money supply. Under the 
Emergency Banking Act of March 9, 1933, Federal Reserve bank 
notes were issued to give assurance that frightened depositors in 
reopened banks would be able to secure hand-to-hand money. These 
notes could be issued up to 100 percent against government bonds 
and 90 percent against other types of paper held by the Reserve 
banks. In December 1942, in order to conserve paper, the piinted 
stock of Federal Reserve bank notes on hand ivas issued. The 
Reserve banks immediately provided the Treasury witli an equiv- 
alent amount of funds to retire tliis issue, and tlie Federal Reserve 

11 Prior to June 18, 1945, the reserve in gold certificates was 40 percent. Before 
1988 the noRgold collateral consisted solely of eligible paper. 
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bank note became Treasury currency, that is, a debt of the Treasury 
not the Reserve bank. On June 12, 1945, authority for emergency 
isUie of such notes was terminated. 

Circulating notes issued by banks other than central batiks are 
still used extensively in some countries, and at one time they played 
an important role in the United States. Prior to the Civil ^Var notes 
issued by the Fiist and Second Banks of the United States and by 
state-chartered banks provided tlie larger part of the circulating 
medium. From the post-Civil War days of 1865, when state bank 
notes were driven out of circulation by the federal government, 
until 19.95 national bank notes issued by banks chartered by the 
federal government comprised a portion of the money supply. Like 
the Federal Reserve bank notes national bank notes were originally 
backed fully by certain designated Issues of United States Govern- 
ment bonds and a .5-percent redemption fund. Since they were 
backed by government debt wliicli was reduced in prosperity and 
increased in depressions, national bank notes were widely criticized 
as being inelastic. Their quantity was reduced in prosperity when 
more currency was needed and vice versa. The framers of the Federal 
Reserve Act anticipated that the Federal Reserve note would replace 
the national bank note. From 19.92 to 1935, in order to allay the 
public’s fear of the banks, tlie monetary authorities wanted to in> 
crease the stock of currency, and Congress passed legislation permit- 
ting greater issues of national bank notes by making all United States 
Government bonds paying up to 3% percent interest temporarily 
eligible as collateral for these notes. In 1935 this provision lapsed, 
and part of the profits from devaluation of the dollar was used by 
the Treasury to pay off and retire the regular bonds which served 
as collateral for national bank notes. Those banks whose notes were 
outstanding gave the Treasury an equivalent amount of funds; the 
outstanding notes are now Treasury currency and aie being retired. 

Checking Account Deposits The foims of coin and paper money 
listed above are hand-to-hand or, as sometimes described, pocket 
money; tliese continue to circulate outside the banks until they 
become ^vorn. But the major pait of the monetary stock of the 
United States, as ^vell as of most advanced countries has come within 
the last century or less to be in the form of demand deposits at 
commercial banks. Demand deposits are bank liabilities (debts) aris- 
ing out of receipt by a bank of a consideration from its customers. 
Tliese debts must be paid by the bank as the creditor orders in his 
check or order to pay. The depositor may ask for payment in coin 
or paper money, in ^vhich case he is exchanging one form of money 
for another. The depositor may name another depositor in the bank 
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as the payee on his check or may name another person not carrying 
an account with the bank as the payee. Tlie balance is transferred 
from one account to another on the books of the bank by means bf 
the check or order to pay. 

By honoring checks drawn upon it to the full amount of its con- 
tractual liability, a bank assures that its demand liabilities will be 
a part ol the total stock of money. It ensures the convertibility of 
demand deposits at a fixed price with other parts of the monetary 
stock. Moreover, it makes checks acceptable as a means of payment 
in a variety of transactions. 

Certain advantages have favored the widespread use of checking 
accounts as a means of payment. They involve less risk of loss or 
theft than do other forms of money. Checks can be drawn for the 
exact amount of tiie payment, hence obviating the need for making 
change. Regardless of the amount or the distance involved, checks 
can be transpoited easily. When endorsed by the payee, the check 
serves as a receipt of payment. The chief disadvantage of checking 
accounts is that a check may not be accepted when given in payment 
to a person who does not know the drawer of the check. This 
disadvantage may be oveicome by devices such as the certification 
of personal checks or the issue of cashier’s or traveler’s checks in 
place of personal checks. The great majority of checks change hands 
only once. The turnover occurs in the deposit accounts against which 
they are drawn, and the checks become merely a series of orders to 
the banks to adjust their books in accordance with their depositors’ 
wishes. 

■ THE AMERICAN MONETARY SYSTEM 

Money in the United States, as in most Western 
nations, now almost entirely consists of the debts of either govern- 
ments or banks. Metallic small change supplements the stock of 
debt money and is used primarily to make change. Table 3 examines 
the components of the stock of money in the United States at the 
end of 1951.^* 

An examination of the table reveals the following: 

1. The entire monetary stock is composed of credit money. There 
is no full-bodied money in ch'culation, and the |3d million 
of representative full-bodied money (gold certificates) has either 

is Unlike Great Britain, the United States uses a dedroal system whereby the 
secondary units are multiples or fractions (varying: down to the uncoined mill) of the 
dollar (the primal y unit of account). 



TABLE 3 

MONEY IN CIRCULATION IN THE UNI FED STATES, DECEMBER 31 , 1951 * 

(In millions ot dollars) 

B. Dcnotniiitiuons of hand-to-hand money 
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been destroyed or is hoarded since, from 1934 on, it may not 
legally circulate. 

2. Over tinee fourths of the total money in chculation consists 
of checking accounts. In order to measure the volume of check- 
ing accounts available to the general public, the concept of 
“adjusted’' demand deposits is in general use. Tlie figures foi 
gross (unadjusted) demand deposits is unsuitable as a measure 
of the general public's checking accounts because it includes 
(1) demand deposits owned by the United States Government 
and (2) demand deposits owned by banks, that is, interbank 
deposits. Neither of these items is availalile to the community 
as money. Another factoi which is included in the gross figuie 
but which must be adjusted for arises from banking practice. 
Often the account of a person depositing a check is credited 
a day or two before the account of the person who wrote tlie 
check is debited. Therefore, the gi'oss figure includes double 
counting by including cash items that are in the pi'ocess of 
collection. Adjusted demand deposits excludes tliese three fac- 
tors and thus provides a more accuiate measure of the commu- 
nity’s money supply than gross demand deposits, 

S. Of the Iiand-to-hand forms, about five sixtiis consists of Federal 
Reserve notes, both Federal Reserve bank notes and national 
bank notes are in piocess of being retired. Tlie banks which 
originally issued them have deposited funds ivith the Treasury 
to pay them off, and they have now become obligations of the 
Treasury. 

4. Goins are used for small change and comprise a small fraction 
(5 percent) of the total hand-to-hand forms of money. 

5. ’Two thirds of the coin and paper money consists of small 
denominations ($20 or less). 

The three elements in tlie monetary system are (1) the government 
represented by the Treasuiy, (2) the central bank represented by 
the twelve Federal Resen’e banks under the direction of the Board 
of Governors of the Federal Resei've System, and (3) the commercial 
banks consisting of over 14,000 private corporations operating under 
charters granted by eithei the federal or state go vein men ts. 

Coins are the liability of the Treiisury, paper money is the liability 
of either the Reserve banks (Federal Reserve notes) oi the Treasuiy 
(Treasury currency), and deposits are the liability of the commercial 
banks. Of the $127.4 billion of money in circulation at the end of 
1951, Federal Reserve notes accounted for $24.8 billion and check- 
ing accounts in banks other than Federal Reserve banks amounted 
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to $98.2 billion. It is evident that both classes o£ banks dominate 
fluctuations in the monetary stock and thereby influence money 
income, price levels, and employment. The fact that Treasury cur- 
rency amounted to S4.4 billion may lead to the mistaken impression 
that the government plays a minor role in affecting the stock of 
money. Actually, the government occupies a strategic position in 
the determination of the stock of money in at least two ways. For 
one thing, the government holds the metallic reserves of the 
counti 7 on the basis of which money is issued. Equally important 
is the fact that the government exercises control over the Federal 
Reserve banks and commercial banks ivhich account for the largest 
fraction of our total monetary stock. 

The three agencies responsible for the monetary system do not 
attempt to regulate the relative proportions of deposits and hand- to- 
hand money in the monetary stock. The money-using public deter- 
mines the composition of its money balances. The Federal Reserve 
banks, on behalf of the Treasury, provide hand-to-hand money or 
currency to the nation and remove that currency when it becomes 
either unfit for fiiUher circulation or excessive in amount. In the 
process the member banks act as intermediaries between the Reserve 
banks and the public. 

If the public holds moie coin and paper currency relative to 
demand deposits than it has need for, the commercial banks will 
accept the excess and create new demand deposits in exchange for it. 
If the public desires more coin and paper currency, the banks must 
be prepared to meet deposit ^vithdrawals by paying out currency. 
In the event the commercial banks' own stocks of currency fall to 
dangerously low levels, additional currency can be obtained from 
the Federal Reseive banks. Federal Reseive notes or Treasury cur- 
rency and coin aie shipped to member banks by the Reserve banks 
which chaige the reserve accounts of the member banks. The Federal 
Reserve banks’ stock of currency can be restored. If Treasury cur- 
rency held by the Reserve banks runs low, the Reserve banks order 
additional amounts and create a deposit to tlie credit of the Treas- 
ury; the Reserve banks may obtain additional Federal Reserve notes 
by depositing collateral to the face value of the new currency rvanted 
witli die Federal Reserve .igent, who then releases the new currency. 

If commercial banks accumulate excess stocks of currency, they 
may return as much as they wisli to the Federal Reserve banks. 
The latter will retire the Federal Reserve notes; Treasury currency 
will be held or returned to the Treasury for retirement. The process 

18$^ 7 billion of gold bullion and $2>4 billion of silver, of which one eighth was 
in the foim of coined silver dollars. 
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by which the monetary system absorbs oi releases currency as the 
public chooses is giapliically depicted in Figure Z. 


Fedenl ReKcve Notci in ob* 
Uined frocQ the Fedenl Be- 
Mire Asme, 


New silver certlSeitn snd 
United Sutes Notes in ob> 
lilned from the Tteitaty ind 
Myment is miile tbrou^ the 
Tmiuiei's Genenl Account 


New coin li obliined from 
the mints, end psjrment then' 
for b onde tfiRn^ the 
'Tkeisuni's Genenl Aowunb 


Unfit ounnw and coin an 
returaed to the Tnuuiy foe 
destruction. 



At the Federal Reserve Bank 
the cnonry Is counted ind ln< 
ipected as to fitneis for fiu< 
ttier circulation. 


bJT ^ Member Banks havii^ access 
K* 4* cuneney and coin send it (o 
■ theic redecil ReMtve 

credit to their Reserve 


Account. 


FIGURE 2 MOVEMENT OF CURRENCY AND COIN 
SouKce. FederttI Reserve Rank of Chicago. 


QUBSTION5 AND PROBLEMS 

1. A contemporary account stated that "the tobacco warehouses, of whicli 
there are a number in Virginia, are under the direction of public 
authority. There aio inspectors, nominated to prove the quality 
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of the tobacco broiiglu by the planteis, and i£ found good, they give 
a tcceipt lor the ijuantuy. 'I'he tobacco may iheii be considered as 
sold, those authenticated receipts (iKulating as money in the country 
Foi example, supjjose J iiai'e deposited Ui) hogsheads of tobacco in 
Petcisburg, 1 may go fifty leagues thence to Alexandria or Fredciicks> 
biiig and buy horses, clothes, oi any otliei article with those icceipts, 
which ciicul.ite through a number of hands befoie they icach the 
merchant who purchases the tobacco for exportation, " 
a Why was tobacco cmploy'cd as money in colorual Viiginia? Why 
weie waiehousc leccipis used instead of the tobacco itself? 
b, Why undei the Fedei al Reserve System can tobat co in a warehouse 
successfully be made the basis of Federal Rescivc notes for mone* 
tary circulation, wheicas the tobacco warehouse receipt money of 
colonial Virginia was not successful? 

2. “Throughout history there has been a persistent effoit to i educe the 
cost, to the issiici at least, oL the material fiom svhich money is made. 
The final stage is that m which the issuei not only jjays piactically 
nothing lor the money iiiateiial but does not assume even a future 
obligation in the matiei “ (F. D Graham and C. R. Whittlesey. Golden 
Avalanche^ Princeton, 1939, p. 221.) Explain. 

.3. Deposits and Cinrcncy, at close ol seJerted yc.ns (in millions of dollais). 




Demand Dejiosits 
Ad f us ted, 

Cwiency in 
Cuculattrm 

year 

Total 

All Banks 

Outside Banks 

1929 

26,36G 

22,309 

3,537 

1932 

20,897 

15.728 

4,609 

1940 

42,270 

34,945 

7,325 

1945 

19 

102,341 

75.851 

26,490 


a. Complete the above table by supplying figures for fune 30 or 
December 31 of last year The data can be obtained from the table 
entitled “Consolidated Condition Statement for Banks and the 
Monetary System— Deposits and Cuirency’’ which appeals monthly 
in the Federal Resewe Bulletin. 

b. Give the reasons foi the diverse trends of deposits and currency 
between 1929 and 1932. 

c. Explain the icasous for the increase in both between 1932 and 1940. 

d. Why was the rate and amount of incicase of the total between 1940 
and 1945 greater than the increase between 1932 and 1940? 

e. How do you explain the more rapid rate of inciease in currency 
in ciiculation between 1940 and 1943 than m deposits over tlie 
same peiiod? 

4. Currency in circulation outside Tieasiiry and Federal Reserve banks 

at close of selected years (in millions of dollais). 
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Gold coin 

1929 

97 

1932 

181 

1940 

1943 

Gold certificates 

880 

GOI 

61 

51 

Silver dollars 

42 

29 

60 

136 

Silver certificates 

417 

371 

1,733 

1,873 

Treasury notes of 1890 

1 

1 

1 


Subsidiary silver 

294 

258 

481 

832 

Minor coins 

119 

113 

209 

307 

U. S. notes 

265 

294 

313 

316 

Federal Reserve notes 

1.8G2 

2,716 

8.138 

24,388 

Federal Reserv’e bank notes 

3 

3 

19 

494 

National bank notes 

697 

820 

144 

117 

Total 

4,578 

5,388 

11,159 

28,515 


Currency in circulation as sho^vn in the talilc includes currency in 
hands of banks other than Federal Reset ve banks. 

a. Complete the above table by supplying figures for June 30 or De- 
cember 31 of last ycai. The data can he obtained from the table 
entitled "U. S. Money, Outstanding and in Cu dilation, by kinds*' 
■which appears monthly in the Federal liesewe Bulletin. 

b. Characterize briefly eacli kind of money in the monetary system of 
the United States as shown in the foiegoing table. Indicate the 
source (issuer) and "backing” of each kind. 

c. What evidence is there in the table that our monetaiy system “can 
be explained only in terms ol a long series of historical events”? 

d. Using the table, indicate the extent to ivhidi the monetaiy supply 
is not a governmental function. Indicate the extent to which the 
supply is a function of debt. 

e. Evaluate the currency system in terms of your concept of a desirable 
system. 

5. Article I, section 8 of the Constitution piovides that "The Congress 
shall have Power . . . To coin Money, legulate the Value thereof, 
and of foreign Coin.” Section 10 provides that "no State shall . . . 
coin Money , . . make any Thing but gold and silver Coin a Tender 
in Payment of debts.” 

a. What is the historical reason why coinage was made a governmental 
monopoly? 

b. What arc the ways in tvhich the government can "regulate the 
value” of money? 

c. In what ways does the siurender by the states to the federal gov- 
ernment of tlie right of coinage facilitate tiade? 

6. a. Explain why bank notes possessed no geneial legal-tender power 

in the United States before 1933. 
b. Why do bank cliecks nut have die legal-tendei power? 

7. a. Why should a time or savings deposit in a bank be termed "near 

money"? Is the reason the same for a United States Government 
bond? 
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b. What iclaiion do the organized stcick exchanges bear to the supply 
of neai money? 

6. Cuntia^t the paits played by the government, the Federal Reserve 
banks and the member banks in supplying money to Uie people. 
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Vi^HAPTER 2 described the different forms of money 
that comprise the actual circulating means of payment and the 
devices by ^vhich they are kept in circulation concurrently at face 
value.' The present cliapter examines monetary standards and seeks 
to explain the relationship between the standard money and the 
other components of the stock of money. 

Standard money is money in ivhich even the monetary authority 
is “entitled to make a final and ultimate discharge of its obligations, 
including the obligation to convert convertible money." ‘ If con- 
vertibility into wJiat was standard money is abolished, previously 
convertible money becomes standard money. Standard money does 
not necessarily circulate as a part of the monetary media used to 
effect payments. 

The unit of standard money named by the state is, as a rule, the 
money of account in which exciiange values of goods and services 
are expressed as prices. The money (unit) of account may have the 
same designation for many years while the standard money embody- 
ing it is subject to change. The unit of account (the dollar) has 
been embodied in many different kinds of standard money accord- 
ing to the different monetary standards of the United States, The 
dollar was originally defined as 371.26 grains of silver or 24.75 grains 
of gold; later it was defined as 371.25 grains of silver or 23.22 grains 
of gold. In both cases a legal bimetallic standard tvas established. 
At a later date the dollar was defined only as 23,22 grains of gold, 
and the United States was legally on the gold standard. 

i D, H. Rob«rtBon, Money, 4th cd. (New York, 1(H8), p. 45. 
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The unit of account has given continuity lo the monetary system. 
Despite the vaiious changes in the standard money, prices continue 
to be cj noted and accounts kept in tenns of the unit of account. 
Once the community becomes accustomed to the use of money, 
people make valuations in terms of the unit of account. The fact 
that a unit of money may be composed of or lepresents a fixed 
weight of one kind of metal or another rarely enters into the calcu- 
lations of individuals unless they arc engaged in foreign trade or 
foreign exchange operations. 

The level of prices stated in terms of the money of account 
expresses the purchasing power of money. If the unit of account 
is to perform its function satisfactoiily, it must be relatively constant 
in purchasing power. \Vhether units of account have been expressed 
in terms of gold, gold and silver, or inconvertible paper, they have 
demonstrated marked fluctuations in purchasing power, Thcrefoie, 
one of the primary aims of monctaiy policy has been to provide 
stability in the general price level or, in other words, stability in 
the purchasing poiver of the unit of account. 

There are numerous monetary standards, but in modern times 
the basic choice has been between a metallic standard and a paper 
standard. Under a monometallic standaid the monetary unit (or 
unit of account) is defined as a fixed amount of one metal, usually 
either gold or silver, whereas under bimetallism it is defined as a 
fixed amount of two metals. Under an inconveitible paper standard, 
how’cver, the standard money is not kept constant in teims of any 
• metal. 

The basically attractive feature of any commodity standard is the 
restraint it can impose on unwise political intervention. If the 
monetary standard is gold, the stocTc of money is limited by the 
quantity of gold which the monetary authority holds. While there 
may have been a time when the quantity of money was limited 
dollar for dollar to the monetary gold stock, this situation has not 
prevailed for centuries. The link between the monetary gold stock 
and the stock of money has become more and more tenuous. The 
monetary authoiitics liave acquired increasing power to vary die 
monetaiy stock on the basis of a given stock of gold. However, even 
in its modified forms the gold stock does serve as a limiting factor 
in determining the quantity of money. When a country is on an 
inconvertible paper standard, the supply of metal imposes no limit 
upon the amount of money the monetary authority can issue. How- 
ever, it does not necessarily follow that iirflimited issues of money 
will take place. The monetary aiitliority may restrict the quantity 
of money to an amount which it deems economically desirable. 
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Moreover, the legislature can pass appropriate legislation restricting 
the issuance of money by the monetary authority. 

_-Tlie choice of a standard has engendered bitter controversy on 
frequent occasions. In the lattei nineteenth century gold triumphed 
over bimetallism, silver being made subsidiary! gold became the 
virtually undisputed monetary standard until World War I. Most 
nations abandoned gold during that war and entered the postwar 
period with inconvertible paper standards. Since 1918 the debate 
ovei monetary standards has been many sided and almost continu- 
ous. Among the issues in dispute have been the following: What 
are the relative merits and shortcomings of gold and inconvertible 
paper standards? If gold is to be used, what shall be the form of the 
gold standard? Should the standard be largely automatic or delib- 
erately managed? If the standard is to be managed, tvho should 
manage it? The controversy, both after 'World 'War I and again 
during and after the depression of the early 1930’s, has emphasized 
the thought that the monetary standard must be suited to the 
general economic conditions of the time. Thus, for example, the 
gold standard as proposed and instituted in various nations in the 
I920’s showed marked differences from that which existed in the 
days prior to World War I. 

■ GOLD STANDARD 

It is a basic characteristic of the gold standard, as 
already noted, that the basic monetary unit, such as the dollar or 
pound, is in some degree kept at a constant value in terms of gold. 
Thus the value of the unit and the value of the defined weight of 
gold are kept at equality. But the gold standaid has had various 
offshoots and has been subject to numerous modifications in practice. 
There have been differences as to the form of gold in which the circu- 
lating moneys of a nation are redeemable, the extent of the geographic 
area covered, and the degree of deliberate monetary management 
employed. We shall consider first the forms and then the functioning 
of the gold standard. 

aOlD-COfN STANDARD 

Under a gold-coin standard full-bodied gold coins 
are issued and constitute a part, although the lesser part, of the 
total circulating medium. To maintain both the unit of account 
and the circulating money constant in terms of gold, the following 
formal requisites must be met: 
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1. The gold value ol the monetary unit must be defined. For 
many years prior to 1933 the dollar was defined as 25.8 gi-ains of gold 
nine tenths fine (and one tenth alloy)i hence as 23.22 grains of pure 
gold. 

2. A free flow of gold must be permitted into and out of the 
monetary system as the self-interest of the public dictates. By provid- 
ing unlimited coinage of gold at virtually no cost to the supplier 
of the metal, the value of the dollar is pievented from rising above 
the value of its gold content as a commodity. Thus, the minimum 
price of gold in the market place prior to 1933 was $20.67 per fine 
ounce since one ounce of 480 grains could be coined into 20,67 
dollais containing 23.22 grains each. By permitting free and un- 
limited melting of gold coin, the value of the dollar is prevented 
fi'om falling in terms of gold so that the market piicc of gold cannot 
rise above the mint price. By '‘melting” is meant, strictly speaking, 
conversion to another use, such as hoarding, industrial purposes, or 
export. The combined lesult of these two pi ovisions— -coinage and 
melting— is to fix the value of the unit of account in teims of gold. 

3. A free flow ot gold into and out of the country must be 
allowed. Allowance of free import and export of gold equal ires the 
price of gold within the country with its price abroad.® If there 
were no free import of gold, the price of gold within the country 
could be above that of foreign gold. Conveisely, if free export of 
gold did not exist, the price of gold in the country could be below 
that abroad. Hence, the value of the money of account could change 
in tenns of foreign gold. 

4. Free interconvertibility of gold money and all other kinds of 
money at par or face value must be maintained so as to equalize the 
values of all types of money in terms of one another. Thus, the otlier 
forms of money could neither depreciate nor appreciate in terms 
of gold. Under the gold-coin standard the government maintains 
resei'ves of gold money and gold for purposes of redenq^tion; banks 
usually stand ready to redeem bank notes and checking account 
deposits, not directly convertible by the government into gold, 
either in gold money or in other government money chat in turn is 
freely convertible into gold.* 

aTlie dilfcicncc between the domestic and the forci|gn piice oE gold is limited to 
the cost of shipment plus any seignorage charge. 

8 The piovision found ni most gold-coin standard systems tiiat gold in contrast 
to most oitscr forms of money » given unlimited legal- tender power cannot be con- 
sideicd a piercqiiisite to die successful operation of the gold standard. 
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GOlD-BULlfON STANDARD 

The gold-coin standard largely disappeaied after 
1918. 'While the United States maintained such a standard, other 
major nations, whose cuircncies had I)een dislocated by wai, re- 
turned to othei fonns ol the gold standard. Prominent among them 
was the gold-bullion standard, to winch the United States also shifted 
aftei 1934, when it also reduced the content of the dollar to 13.71 
grains of pure gold. 

While the four formal requisites of the gold-coin standaid are 
in effect, the form rvhich gold itself takes differs under the gold- 
bullion standard. Gold is no longer coined, and gold coins cease to 
circulate. The gold that the government (or central bank) purchases 
in unlimited amounts at a fixed price is held in its vault, and pay- 
ment IS made to the seller of gold in other forms of money. Other 
types of money can be (onvertcd at the will of the holdei, not into 
gold coin but into gold bars of a specified minimum weight. Since 
the minimum-si^e bar, for example, in Great Britain in the 1920’s 
was worth over $7,500, this meant redemption of money in gold 
was permitted in larger but not in smaller amounts. 

The gold-bullion standard seeks to economi/.e the use of gold. 
Its advocates maintain that gold is not needed for circulation but 
is needed for industrial purposes and for foreign payments. The 
latter two needs aie met by gold bars. Individual demand for small 
holdings of gold in time of crisis is likely to reflect hoarding or 
speculation and merely drains the government of its reserves. The 
nations desiring to retui n to gold after World War I feared a drain 
of gold that might reduce their reserves to such a point as to force 
imdesired reductions in their total stock of money or to endanger 
their ability to provide gold for foreign payments. Under a gold- 
bullion standard theie would be lessened danger of gold withdrawals 
and a decreased need for gold relative to the total money supply. 
The concentration of gold in the hands of central banks and govern- 
ments would give the monetary authorities greater leeivay in mone- 
tary management. To increase their power further, instead of selling 
gold bars freely for all purposes, some nations adopted a policy of 
selling gold only for "legitimate" industrial and export purposes, 
and the tests of legitimacy were often very strict. In the United 
States today export is permitted only to foreign central banks and 
governments. By placing restrictions upon the sale of gold bullion, 
monetary authorities restrict the automatic adjustments of the stock 
of money which result from individual decisions to buy or sell gold. 
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GOLD-EXCHANGE STANDARD 

• The gold-exchange standard seeks to give the nation 

which uses it the benefits of a gold standard without the expense 
of itself maintaining the necessary gold reserve. It therefore fixes 
the value of the unit of account, not directly in terms of gold, but 
in terms of a foreign currency, wJiich in turn is fixed in gold. The 
local circulation does not include gold coin but consists of silver 
coin, paper money, and checking account deposits. The government 
maintains its reserves largely in the form of bank deposit balances 
and sliort-term securities in the foreign center. In effect, it redeems 
local cuiicncy in the foreign currency by selling part of these foreign 
balances at a fixed late in terms of local nirrency. Thus, it pio- 
vides not gold but its equivalent foi purposes of Foreign payments. 
Redemption (through sale of foreign balances) will occur when the 
local currency tends to depreciate because of an excess of imports 
over expoi is on current international account ari.sing from net pur- 
chases abroad. Conveisely, it replenishe.s its foreign balances by 
purchasing claims to the foicign currency from its citizens (and 
paying for them in local cuirency) or by selling in the foreign center 
claims to us local ciiriency at home; such operations take place when 
there is an excess of exports over imports on current international 
account because its citizens have made net foreign sales. 

The institution of a gold-exchange standard was a favorite pro- 
posal for reform of a back^vard nation’s monetary system in the 
days before ^Vorld War I. British India and the Philippines were 
two leading examples. After "World War 1 various combatants were 
relatively impoverished and lacked gold. In seeking to restoie their 
currencies, they held a substantial part of their central bank reserves 
as liquid balances with foreign banks, particularly in London, and 
were peimitted to redeem their local money in this form. They weie 
affected, thereiore, by the monetaiy policies of the countries in 
which they kept balances. British abandonment of gold in 1931 
under the pressiuc of foreign withdrawal of sterling balances and 
the resulting fall of die pound in tei ms of foreign currencies largely 
disciedited the system, since foreign countries were able to redeem 
their balances in London only at a loss resulting from the lower 
price of sterling in terms of foreign currencies. 

OPERATtON OF A GOLD STANDARD 

Plior to 1914 some form of gold standard was em- 
ployed fay virtually every commercially important nation. The stand- 
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ard was to a considerable degree automatic in its operation, rather 
than deliberately managed, and its regulatory action resulted largely 
from permitting gold movements to affect the size of a nation’s 
monetary stock. The selhcoi recti ve regulatory influence exerted by 
gold flows has two aspects: the control of the money supply and 
the mutual alignment of tlie economic and financial situation in the 
several nations with that of each other. In analyzing these two aspects, 
ive shall first assume that the government and the central bank both 
play a perfectly passive role. 

Domestically, when a nation is on a gold standard, gold flows into 
and out of the monetary system automatically induce changes in 
its total stock of money. This is done by increasing and decreasing 
the size of the basic gold reserve.* A flow of gold into the system 
automatically expands bank reserves and tends to induce a multiple 
expansion of checking deposits while an outflow of gold automat- 
ically reduces bank reserves and tends to force a multiple decrease 
of checking deposits. The tendency results from the existence of 
legal or customary fractional bank reserve requirements.® 

Internationally, ivhen every important nation kee|>s its monetary 
unit constant in terms of gold, certain results follow. First is the 
virtual stability of exchange rates of all the moneys tied to gold. 
This is true because the value of each monetary unit is fixed in terms 
of gold so that the values of the various units in terms of each other 
must be almost constant. When the British pound sterling contained 
113 grains of pure gold and the American dollar 23.22 grains of 
pure gold, their exchange rate must have approximated the “mint 
parity” of $4.8665 per £1. Any tendency for the pound to rise above 
$4.8665 in the United States foreign exchange market by more than 
tile cost of shipping 113 grains of gold from the United States to Eng- 
land would lead to gold shipments from the United States to England, 
which would tend to prevent any further rise in the dollar price 
of the pound, Conversely, any tendency for the pound to fall below 
$4.8665 by an amount exceeding the cost of shipping 113 grains 
of gold from England to the United States would lead the United 
States to import gold in quantities suflicieiit to stop the decline in 
the dollar price of the pound. The importance of stable exchange 
rates, it is claimed, is that people can engage in international bor- 
rowing and lending as well as international buying and selling 

4 It the money supply is composed exclusively ot gold coin and gold ceitincaies, 
changes lu llie stock of money would i>e equal to the changes in the gold stock. When 
the money supply consists of paper money and checkiitg account deposits in adtliiion 
to the gold coin and gold certificates, tlic change in tlic money supply would be some 
multiple of the gold flosvs. 

0 See Chapter 6. 
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with Jittle risk that exchange rates will Huctuate l>efore the trans- 
action is completed. 

Second, under the international gold standard pi ice levels in the 
vaiious Loiintiics are closely related. \Verc the price ot goods and 
services in terms of gold to be highci’ in one country than in otlieis, 
the high-price coimtiy would be a good market in which to .sell 
and a poor market in which to buy. Conveisely, the low-piice coun- 
tries would be good maikcts in wliicli to buy and poor markets in 
which to sell. Theretoie, the high-piice country would tend to buy 
abroad mote than it sold abroad, and the other low-ptice countiics 
would tend to sell more to it than they bought fiom it. As a result, 
gold would flow from tlie liigii-piice to the Itiw-piice countries to 
settle balances in international payments. The flow of gold out of 
the high-price country would reduce its lescrvcs and hence the stock 
of money and tend to lower price levels there, whereas the flow of 
gold into the low-price countries would tend to laise their price 
levels until price level relationships among the countiics were 
brought into equilibrium." At such a level thei e is again equilibrium 
or balance in international payments, and gold flosvs cease. This 
equilibrium, it is claimed, is effected through the gold flows induced 
by a maladjustment of price levels. 

Slight reflection is needed to realize that the gold standard can 
function effectively only to the extent that certain “rules of the 
game” are observed. Ideally, these rules aie: (1) Gold holdings must 
be distributed among the major tiading nations in such a manner 
that gold flows between nations will exercise a significant effect on 
their respective gold reserves and therefore on the size of their 
respective stocks of money. (2) Currencies in the leading nations 
must not be subject to sharp fluctuations in purchasing power. (3) A 
more-or-)ess adjusted balance of payments should pievail between 
these nations so that precipitous gold flows may be avoided, (4) The 
loan facilities of the nations should be siiflicient to allow any one 
of them to obtain funds temporarily without abandoning the gold 
standard, (fl) The nations on the gold standard should lie politically 
stable with mutual trust that obviates the movement of funds from 
one nation to another for "noneconomic’* reasons, (fi) The economic 
system must be flexible and competitive so that gold flows and other 
economic forces at woik will be reflected in prices (7) Trade between 
nations should be reasonably free witli no impediments to the move- 
ments of goods and services. 

To the extent that these rules are honored in the breach rather 
than in the observance, the form and not the substance of a gold 

A Rcfnibrcccl or moderated by capital floH's and changes In intetest rates. 
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standard prevails. This was true of the restoration of tlie gold 
standard by leading nations horn the mid'1920's until the collapse 
in 19S1 undei the double impact af the maladjustinents carried 
over h’om World War I and the depi'ession beginning in 1929. 

The automatic or legidatory Icatures oi the gold standard are 
reduced as the geogiaphic area that it covers naiiows, and they 
are the weakest when one nation alone keeps its monetary unit 
stable in terms of gold ivhile others employ diffeient types of 
standards. Such a national gold standaid does not ensure stable 
exchange rates among the moneys of the vaiious countiies, for only 
one bears a hxed relation to gold. Since the exchange rates of the 
various moneys in terms of each other can fluctuate, the price levels 
in tlie various nations are free to move quite differently. Gold no 
longer serves to effect automatic adjustments of international price 
lelationships. Even though nations not .strictly on a gold standard 
may, and often do, hold sizable quantities of gold in their monetary 
stocks, gold flows to and from them meiely to settle international 
balances. Changes in the stock of money do not follow from gold 
shipments, and the regulatory function of the gold standard is 
absent. 

Under an international gold standaid any single nation linds its 
freedom of monetaiy action severely limited. If prices in nation A 
fall, it will increase its exports while other nations will find their 
exports declining. Gold will flow from the other nations to country 
A. Tlie countries losing gold will find their stock of money dwin- 
dling, and contraction in income and pi ices will ensue. Country A‘s 
gold supply will increase and so in turn will its monetaiy stock, 
prices, and income. These changes will continue until the pi ices 
and incomes of tlie various nations are in alignment. 

An international gold standard ensures that all nations must 
“keep in step” with one another. In a sense, the international gold 
standard is a severe task master, for it demands that all nations will 
be depiessed if any one nation suffers a depression. In tlie same 
manner, the gold standard requires that all nations will suffer infla- 
tion if one nation undergoes inflation. 

Thus, economic developments in one nation involve adjustments 
in other nations as well. These adjustments may be very painful to 
many nations. If a nation attempts by monetary means to achieve 
domestic full employment, it may discover that rising prices lead 
to gold flows and a reduction of its stock of money, which prevents 
attainment of domestic economic expansion. 

In the present ivorld if retention of an international gold standard 
conflicts with domestic stability at full employment, most economists 
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would probably piefer domestic stability. There are two alternatives 
open to a nation desiring to avoid the full effects of the operation 
of an international gold standard. The fust, oltcn cited by critics of 
the standard as an outstanding defect, is to abandon the standard 
altogether when its restraints become too severe. The second, uni- 
vei'sally followed ^vhen a gold standard is employed in practice, is 
to modify it by introducing more-or-less deliberate management by 
the monetary authorities in order to insulate the domestic economy 
from the other nations of the world. The monetary authorities, both 
treasury, central bank, and others, may employ various instruments 
of control, that will be examined fully later, to alter the effects of 
gold flows on the nation’s stock of money. They may either accentu- 
ate the effect or offset it in whole or in part. For example, tliey can 
lock up incoming gold without allowing its effect to be felt by the 
monetai y system, or they can release gold that liad been previously 
so “sterilized”; the government can incieaw or decrease its issues of 
token coins and paper money to offset changes in gold stocks: central 
banks can increase or decrease their issues of circulating notes; and 
the ratio of bank reserves to checking account deposits can be 
changed. The trend over the years has been toward the use of more 
and more deliberate management, reducing the tie between gold 
and the stock of money more and more to a psychologic rather than 
a mechanical one. 

■ BIMETALLISM 

Silver standards played an important part in our 
monetary histoiy up to the middle of the nineteenth century.^ Dur- 
ing the latter half of the century bimetallism versus gold provided 
a burning political and economic issue. With the turn of the twen- 
tieth century the controversy abated, but periodically since then the 
silver question has raised its head, even thougli a bimetallic standard 
seems unlikely to be employed again. 

A bimetallic standard is one in ivhich the unit of account and all 
types of money are kept at a constant value in terms of gold and 
also in terms of silver. The formal requisites are the same as in the 
case of a full gold standaid except that the provision for unlimited 
purchase, sale, and redemption must include both metals, with the 

T Under a silver standard the unit of account and all kinds of money arc kept at 
a constant value in terms of silver. The formal requisites arc the same (but applied 
to silver) as under a full gold standard, but modifications i\erc less pronounced than 
in the case of gold because few nations retained a silver standaid during the era in 
which deliberate monetary management became widespread. 
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individual permitted freely to choose either. Tlie definition of the 
monetary unit detei mines the mint ratio between the two metals, 
In 1834 the Ameiican dollar was defined as 371.25 giains of pure 
silver or 23.22 giains of pure gold; since the former weighed 16 times 
as much as the latter, the mint ratio was 16 to 1. In other words, the 
mint price of silver was fixed at $1 .29 per ounce of 480 grains and 
the mint price of an ounce of gold at $20.67 per ounce. 

The compensatory theory seeks to explain the forces at work to 
keep the inaikct prices of both metals equal to their mint prices, 
and, therefore, the market equal to the mint ratio. Any deviations, 
it claims, would be slight and of brief duration. For example, if 
while the mint ratio between the two metals is 16 to 1, the price of 
gold on the market should rise and the price of silver fall so that 
the market ratio changed from 16 to 1 to 17 to 1, liolders of gold 
bullion would sell it in tlie mai ket instead of taking it to the mint. 
Convci’sely, holders of silver bullion would take it to the mint 
imstead of the market. Next, the individuals who obtained dollars 
for their silver (and other holders of dollars as well) could redeem 
these dollais in gold and sell the gold in the market, buying silver 
with the proceeds. In the market the increased demand for silver 
in the face of a reduced supply would raise its price, while the 
reduced demand for gold, in the face of an increased supply, would 
lower its price. This pioc'e5.s c'oiild continue until the market and the 
mint prices (and hence also the ratios) coincided for each metal. 

Granted that Giesham's Law would opciate in this manner, with 
tlie metal that is relatively overvalued for monetai 7 purposes driving 
out of monetary use the metal that is i datively undervalued for 
such purposes, tlie effect ivoiild be an alternating standard ratlier 
than a true double standard. At any one time the effective standard 
would consist of one metal rather than both. This can be avoided 
only if mint values properly set when the system is instituted are 
appropriately adjusted in the light of subsequent developments. 
Moreover, as in the case of monometallism, many believe that to 
operate effectively bimetallism must be international in character 
and not be confined to a single nation. 

Several advantages have been claimed for bimetallism. First is a 
tendency to stabilize exchange lates among bimetallic, silver and 
gold standard, nations. The limits to fluctuations from parity would 
be set by the cost of shipping metal. Second is a tendency to provide 
a standard with more stable purchasing poiver than would be af- 
forded by a monomeullic standard. The value of the standard would 
be determined by the supply and demand for tivo metals, not merely 
one. Since the standard follows the metal ivhich falls in value, the 
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Standard would fluctuate less widely than if one metal alone were 
iijed.® 

Advocates and critics of binieiallism have different interpretations 
of history. For example, before 1834 the United States bad a mint 
ratio of 15 to 1. Since this was below the maiket ratio, gold was 
drained out, and silver tended to be our sole standard money. In 
changing the latio to 16 to I in that year, we set the ratio too high, 
and silver was driven out by gold. Again, the Latin Monetary Union 
founded in 1865 was forced in 1873 to limit the coinage of five-franc 
silver pieces. Discovery of gold in Australia and California had 
cheapened that metal and provided ample supplies of it. The 1870’s 
witnc.ssed seveial nations tinning torvard gold and away from silvei 
in their currency relorms. To the critic, bimetallism failed; tlic 
advocate wonders how it could .succeed under tire conditions cited. 

Tlie latter history of bimetallism in the United States is a record 
of “doing sometiring tor silver.”'’ In 1878 the Blaiid-Allisoii Act 
required the Treasuiy to buy not less than $2 million or more than 
$4 million of silver every month and corn it into silver dollars. Since 
it was found that the coin itself did not circulate readily, piovision 
was made for the issue ol silver certificates. The silver dollars were 
made lull legal tender, but the silver certificates lacked that quality. 
Up to 1800 secretaries of the Treasury (who were in general un- 
sympathetic to the cause of silvei) bought the nimimum amount 
required; from 1870 to 1890 silver dollars in the amount of $253 
million were thus added to the circulation. It is piobable, however, 
tliat the net increase in cuircnty merely met the normal growth in 
the country’s requirements. To a large extent, the silver ceitificates 
simply took tlie place of national bank notes which were being 
rapidly i-etired with the concurrent reduction of the national debt. 

In 1800 additional concession was made to the silver iiiteiests in 
ordci to iiisuie passage of a taiiff measure. The Sherman Silver 
Puichase Act directed the Secretary of die Treasury to buy each 
month at the current market price 4.5 million ounces of silvcT 
bullion. The bullion was to be paid for thiough the issue of new 
legal-tender Treasuiy notes, which were to be redeemable in either 
gold or silver at the disci etion of the Secretary of the Treasury. The 
act announced a government policy of niaintaiiiiiig the two metals 
at a parity. In the three following years about $218 million was 
added to the stock of money in this manner. Until 1898 the silver 

fl W .S Joans, Money and the Mechanism of E\change (New Voik. 1883), |iji 137-10. 

S) inmctaHism has been proposed lo achieve a trite double standard; silver and 
gold would lie fused iti specified proportions in one com oi bar, and paper money 
would be made icdccmable in specified quantities of gold and siher. 

V The gold policy of the New Deal will be discussed in Chapters 2E and 23. 
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was retained in bar form in the Treasury to secure upwaids of $150 
million of new government paper money. The tampeiing with the 
standard represented by these new arrangements, the fear of further 
injection of silver into circulation, decreased goveinmental revenues 
from import duties and increased goveinmental expenditure, led 
to deep distrust of the stability of the dollar both at home and 
abroad. In 1893 there ivas a severe dram of gold, both internal and 
external. Gold was hoarded domestically by the banks and the 
public; it was exported because of an unfavoiable balance of pay- 
ments and also because foreign owners took to selling off their 
American securities. These factors contiibiited in no small measure 
to the panic of 1893. The “endless chain” of gold withdrawals from 
the Treasury through redemption of greenbacks and Treasury notes 
of 1890, while payments to the goveinment were made in silver and 
paper, made the situation ciitical. When Grover Cleveland took 
office as President in 1893, the gold reserve had been reduced to 
about $100 million. In the emergency Cleveland called a special 
session of Congress and demanded the lepeal ol the Sherman Act, 
which he blamed for the bad business and financial situation. Con- 
gress in 1893 reluctantly repealed the Sherman Silver Purchase Act. 

The continued strength of the silver interests is evident m the 
Pittman Act of 1918, which was designed to conserve our gold 
reserves and to meet adverse trade balances with the Orient by 
the export of silver rathei than gold. It provided for the retirement 
of silver certificates and the melting of coin to an amount not exceed- 
ing $350 million, the silver to be sold by the British government 
for coining Indian rupees. It was stipulated further that Federal 
Reserve bank notes could be issued to take the place of the silver 
certificates withdrawn. The government was futther recpiired to 
repurchase silver (from American sources at not less than one dollar 
an ounce) and to reissue silver certificates; simultaneously, the Fed- 
eral Reserve bank notes were withdrawn. Repurchases of silver 
amounting to $271 million were completed in June 1923. 

On June 19, 1934, the Silver Purchase Act was signed by the 
President despite earlier opposition of the Treasui 7 . Its major provi- 
sions were: 

1. The United States was to continue to purchase silver begun 
in Decern bei 1933 with the ultimate objective of having and main- 
taining one fourth the value of the monetaiy stock in silver. 

2. The President was authorized in his discretion to require the 
delivei 7 of all silver to the mints and to pay for it a fair market price. 

3. The Sea*etary of the Treasury was authorized and directed in 
his discretion to purchase silver at home and abroad in order to 
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achieve the hist aim. Such purchases were not to be made at a price 
in excess oE 31.29 per ounce (established as its monetary value) but 
no more than 50 cents per ounce was to be paid for silver situated 
in the United States on May I, 1934. 

4, The Secretary of the Treasury tvas authorized and directed to 
issue and place in actual circulation silver certificates in such de> 
nominations as he might from time to time presaibe in a face 
amount not less than the cost of all silver purchased under tliis act 
or, at his discretion, in an amount equal to the monetary value of 
the silver purchased (31.29). These and all other silver certificates 
were to be secured by silver bullion and silver coins having a mone- 
tary value (31.29 per ounce) equal to the amount of the certificates. 
All silver certificates heretofore and hereafter issued were to be legal 
tender and redeemable at the Treasury in standaid silver dollars. 

6. Whenever the market price of silver exceeded its monetary 
value or the proportion of silver ^vas greater than one fourth of the 
monetaiy value of the total stock of gold and silver, the Secretary 
of the Treasury might, with the appioval of the President, sell at 
home or abroad any silver acquired under the act, piovided that the 
reserve in silver was maintained against the silver certificates out- 
standing. 

In August 1934, under the terms of the act, all silver in the United 
States was nationalized, and holders were foiced to surrender their 
stocks to the Treasury in return for silver certificates at the rate of 
50 cents per fine ounce. The Treasury has not actively pursued 
either the goal of raising the price of silver to 31.29 per ounce or 
to acquire silver until the ratio of the value of silver to gold in our 
monetary stocks reaches 1 to 3. The Treasury used the discretion 
granted it to set conservative buying prices for silver bullion. The 
silver bloc was discontented with the prices paid by the Treasury 
for the metal, and in July 1939 Congress established a minimum 
buying price of 71.1 cents per* ounce for domestically mined silver. 
In July 1946 the minimum buying price was changed by law to 
90.5 cents per ounce. Since 1934 the Treasury has issued silver 
certificates only for tire cost of the bullion, not for its full monetary 
value of 31*29 per ounce. In World War II the Treasury went to 
the limit of its legal authority to make its stocks of silver bullion 
available for industrial use in this country and abroad. In June 1934 
the ratio of silver to gold in our monetary stocks was about 10 per- 
cent; in December 1951 the ratio was only 14 percent, reflecting 
the heavy gold imports and the revaluation of gold in January 1934 
from 320.67 to 335 per ounce. 
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■ COMMODITY-RESERVE STANDARD 


Unclei the commodity-icserve standard the unit o£ 
account is defined as a fixed quantity o£ a composite o£ commodities 
in the same ivay that a gold standaicl ties the unit of account to a 
fixed quantity of gold. The monetary authority would offer to buy 
and sell for money a bundle of warehouse receipts giving control 
over a stated quantity of each of a number of basic commodities.^” 
The plan further proposes, however, that the authority watch the 
commodity markets and actively seek chances to buy and sell on 
the stated terms instead of merely waiting passively for people to 
accept its terms. Whenever it observed a combination of prices which 
enabled it to buy (in lots of SI 00,000 or more) a “$100 unit" for 
$9.5 01 less, it would place buying orders on all the commodity 
markets involved and conversely when it saw a chance to sell for 
$105 or more. It would continue buying until the price climbed 
above $95 and selling until the jirice sagged below $105. The 
“spiead" between buying and selling prices is designed to keep tri- 
lling market fiuctualions from bringing the agency into the market. 

In times of depression when incomes and prices are falling, the 
monetary authority would buy the component commodities and 
issue money in payment. The commodities purchased would flow 
into the monetary reserves of the government, thereby reducing the 
supply of goods. At the same time the stock of money would be 
increased, thereby encouraging increased purcliases by the public. 
The effects of both operations would be to increase prices and 
incomes in the country. Conversely, in boom times with rising prices 
and incomes the monetary authorities ^vould reduce their reserve 
of commodities by selling them in the maiket and destroying the 


10 The plan was originally proposed by D. Graham, Storage and Stability (New 
Yoik, 19SV). In the ic\>hcd version rcquliiiig an international lather than merely a 
United States commodity standard {World Commodities and World Currency, New 
York, 1944, p. 45), lie suggests that a $100 unit of commodities might Include^ 


12 bushels wheat 
12^ bushels com 
87 pounds cotton 
2.1 pounds irool 
24 pounds iiilibcr 


34 pounds coffee 
9^ pounds tea 
SflO pounds sugar 
Id.i imiiiuis tohiicco 
S.3 bands petroleum 


7,480 pounds coal 
204 pounds wood pulp 
506 pounds pig lion 
35 pounds oopiier 
4 |)oiiiids tin 


It may be adtlcd that the commodities selected for inclusion slioitld he compact and 
durable enough for storage, sufTidcntly standardized to permit of dermite piicc quota- 
tions, and free Ciom monopolistic aintrol that would cause price manipulation winch 
brings piessurc against tlic composite gioiip of commodities. 

Incidentally, the idea of coining commocluics into money is not nctv. It has a 
special appeal in times of depression, when it seems to have a twofold objective— 
“doing somctliing for commodities" while enhancing monetary stability. 
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money received in payment foi the commodities. The stock of money 
is reduced, and the supply of goods on the market is increased, 
thereby reducing prices and income. Thus, the effects of tiie actions 
of the monetary authority serve to prevent prices and incomes fiom 
rising too high or from falling too low. The prices of individual 
commodities are free to move in relation to one another. 

If the same commodity-reserve standard were employed by the 
leading trading nations of the world, their respective excliange rates 
would be fixed as under the gold standard. If the price level in 
country A were to fall, citizens of country B would find it cheaper 
to buy in A, thus increasing the demand for A’s goods and causing 
the price level in A to rise. By selling the goods purchased from 
A in their own country, the price level in B would decline. When 
the price levels in A and B were in line, purchases because of dif- 
ferences in national price levels would cease. In this manner price 
stability among nations would be maintained. 

The advantage claimed for the commodity-reseive standard is that 
stability of the price level and income would be attained by auto- 
matically ina*easing the monetary stock in depression and dcci easing 
the stock of money in booms. A^arioiis diiTiculties, boivever, ivotild 
be certain to arise in practice. The selection of the commodities to 
be included is especially difficult were the plan to be instituted on 
an international scale. In fact, each participating nation would desire 
a unit reflecting its own paiticular economy. ^Vool is far more 
important to Austialia and coffee to Brazil than cither commodity 
is to the United States. Single-crop countries would find an inter- 
national standard of less advantage than an independent currency 
with flexible exchange rates. The automatic stabilization effects 
again might be upset by pressures stemming from forces outside the 
monetary stock. Assume there is a strong long-run trend in com- 
modity prices either downward (for example, as a result of improved 
agricultural techniques) or upward (for example, due to union pres- 
sure to raise wages). If the long-run trend of prices were downward, 
the government would be swamped with reserve commodities since 
the Treasury price for these commodities is fixed. In the event prices 
are secularly rising, the government’s stocks of reserve commodities, 
which it sells at a fixed price, might be depleted. In either case, the 
government would have to revise the contents of the unit of com- 
modities. At times of revision, too, there might be considerable 
political pressure exerted by particular industries to change the 
“weights” so as to favor the commodity in question. 

Another disadvantage of a commodity-reserve standard is the tre- 
mendous quantity of goods which would have to be taken out of 
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the economy. For example, if the rate of growth of output was 3.5 
percent annually and the monetary stock was increased by this 
amount to meet the gi owing needs of nade, in twenty years the 
stock of money would be doubled; hence the stock of goods produced 
by people but not available to them, since they are locked up m 
vaults, would have doubled. Suiely the same ends can be achieved 
as the commodity-reserve proposal by permitting the monetary au- 
thorities to issue paper money ^vithout backing in accord ivith defi- 
nite legislation designed to achieve price stability, income stability, 
or both. 

■ INCONVERTIBLE-PAPER STANDARDS 

Standard money need not be gold or silver; the unit 
of account need not be kept constant in i elation to a metal. Under 
a gold standard the holder of money is simply assured that he can 
conveit the money into one commodity, gold, at a fixed price. The 
gold standard does not assure stability of the purchasing power of 
the monetary unit over goods and services other than gold. For 
example, while tlie United States was on the gold standard, tlie 
country expeiienced the creeping inflation of 1899-1913 and the 
depressions of 1904, 1907, and 1921. 

Inconvertible-paper standards are those in which, while the vari- 
ous kinds of money in circulation are usually maintained at a parity 
with each other, they are not kept constant in tlieir relation to a 
metal. In other irords, the unit of account is abstract, but othenvise 
tlie position of the metal follows no set pattern. The government 
may accumulate metallic reserves and may either buy (though not 
sell) the metal at a fixed price or neither buy nor sell at a fixed price. 

Paper standards first geneially arose out of breakdowns in con- 
vertibility under a metallic standard, in particular under the pres- 
sure of major wars. Eventual redemption was taken for granted in 
numerous cases, notably the British restriction period during the 
Napoleonic Wars and the “greenback” era of the American Civil War, 
so tliat price inflation and its consequences were regarded as no 
more than a disagreeable inteidude. In a few conspicuous cases, 
however, hopes of redemption lapsed, particularly with the Conti- 
nental curiency of the American Revolution and the assignats of the 
French Revolution, and the units became worthless. World War I 
provided a similar experience, with the British pound restored to 
its prewar parity and the German mark virtually repudiated. In 
other cases the large-scale expenditures of wartime led some nations, 
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notably France and Italy, to resume specie payments at a greatly 
reduced parity. 

* In the cases cited a paper standard arose in an era when metallic 
standards were generally preferred, and despite past unsatisfactory 
experience with paper, because of the necessities of government 
finance. Governments sought refuge in a paper standard when war 
or other serious economic disturbance made it appear necessary that 
these governments piovide themselves with more liberal stocks of 
money than they were able to conveit into metal as the public 
wished. The use of inconvertible-paper standards in times of great 
emergency and the undesirable consequence thereof have provided 
the basis for arguing that inconveitible paper should be avoided 
or restricted. In contrast to the instances where paper standaids were 
employed as emcigcncy measures, there aic historical illustrations 
of nations ivhich deliberately adopted paper standards with abstract 
units of account. For example, during AVorlcl War I Sweden and 
some other nations experiencing a large-.scale influx of gold delib- 
erately suspended the free coinage of gold in order to avoid increas- 
ing t!ie stock of money. These nations chose a paper standard in 
order to avoid inflation lesulting fiom a swollen stock of money. 

It is important for the student to realize chat under a metallic 
standard in its pure form the stock of money is determined by the 
stock of the money metal There is no reason for assuming tiiat a 
sufHcient quantity of gold would be forthcoming to automatically 
assure that the appropriate quantity of money ivill be available 
to a nation. In as complex a problem as providing the appropriate 
amount of money for the economy, no simple meclianical solution 
as rigidly tying the stock of money to the stock of monetary metal 
appears to be desirable. Therefore, monetary authorities assumed 
more and more contiol over the quantity of money. But it was 
during the depression of the 1930’s that managed paper standards 
became popular. Public approval was given to Keynes’ contention 
that the gold standard in attempting to keep slovenly currency 
systems up to the mark by limiting the discretion and fettering 
the independent actions of governments and central banks may keep 
more progressive countries “below the standard of monetary manage- 
ment which they might otherwise attain." “ Management of an 
inconvertible-paper standard ivas to aid economic recovery and help 
achieve stabilized full employment. 

11^ Treatise A/on«y (New York, 19S0), Vol. 2, pp. 2Q9-S00. 
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QUESTIONS AND PROBLEMS 

1. a. Distinguish between unit of account, standard money, and monh* 

tary standard. 

b. Draw the demand curve for gold undei the gold standard. Explain. 

2. a. Dr. A. C. Miller states {Hearings before the Congressional Com- 

mittee on Stabilualion in 1926) that the gold standard ‘'acts as a 
kind ol regulating and levelling influence, so as to keep the price 
level, cieclit conditions, and tlie currency situation in all countries 
that are of the group that have the gold standard, in some sort of 
proper alignment to one another," Explain how this influence 
opci'ates. 

b. What weie the weaknesses of the post- World War I gold standard? 
Were they inherent in the gold standard itself? 

5. a. Were the reasons for the adoption of a gold-bullion standard in 
England in 1925 the same as those underlying American action 
in 1933 and 1934? 

b. Contrast the post-World War 1 gold standard and the gold- 
exchange standard. 

4. a. Explain why gold mine stock prices soared from 1929 to 1933 

while prices of other classes of stocks weic falling to new lows? 
b. Do you lavoi payment ot a government subsidy to gold mine 
owners whose profits are squeezed by rising costs while the official 
buying price of gold remains fixed? Explain. 

5. It has been stated that of all the di^cieiit types of gold standaid, the 
gold-coin standard provides the greatest public control over monetary 
policy. 

a. Explain how. 

b. Is this feature desirable? 

6. a. Bimetallism "combines tlie worst features of botli the gold and 

]}aper standards while it is actually in operation, and tends in 
practice to become gold or silver monometallism," (A, D. Gayer, 
Monetary Policy and Economic Stabilizationj London, 1935, p. 
183.) Explain why. 

b. If the United States had bimetallism, with gratuitous coinage of 
gold and silver at a mint ratio of 16 to 1, and the gold dollar 
weighed 24 grains (480 grains to an ounce), what would be the 
mint price of silver? If the market price of silver were $1.20 per 
ounce, what operations would occur? 

7. a. Does die fact that World War II required a gieat increase in our 

monetary stock change your opinion of the merits of the Silver 
Purchase Act of 1984? Explain. 

b. Has the American silver miner been the chief beneficiary of die 
silver purchase program? If not, who has and why? 

c. What has the purchase of silver since 1934 cost the Treasury and 
the American taxpayer? 
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8. In what ways does the commodity-reserve standard resemble a metal- 
lic standard*" A managed inconvei tible-papei standard? 

9. “The inflation which has occurred under paper money has often 
pioved less destiurtivc and inflicted less injury than the deflation 
which the exigencies oL the gold standard have on occasion imposed." 
(Gayei, op. cti., p. 179.) 

a. What injiiiy may inflation inflict? Deflation? 

b. Do you agiec with the statement? Explain. 

10. Explain how the repudiation by the Rumanian goveinment of its 
currency in 1947 could speed up sovieti/ation in the countiy, which 
had lagged far behind the rest of Eastern Europe in eliminating 
private entei prise. 
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CHAPTER 4 


Credit and 
Credit Instruments 


■ THE NATURE OF CREDIT OR DEBT 

^^£BT represents an obligation to pay a definite 
sum of money at some fixed or determinable luture time and place. 
Debt is typically expressed in terms ol the unit of account. Tlie 
greatest part of debt, and therefore of credit, arises from transactions 
in iWiich the creditor parts with goods, or services, or money at one 
time in return for the debtor’s promise to pay (goods or more usually 
money) at some time in the future. Thus, the creation of credit 
involves the exchange of present goods or purchasing power in 
return for future goods or purchasing power. 

It is important to recognize that credit and debt are the same 
thing looked at from different points of vieiv. If Jones lends Smith 
$1,000, Jones has a $1,000 credit due in say 6 months. At the same 
time Smith has a debt of §1,000 payable in 6 montlis. Since credit 
and debt are the same thing viewed by diffei ent persons, it js illogical 
to say debt is bad and credit is good. Nevertheless, illustrations of 
this confusion abound in the world about us; it is often asserted 
that "credit is the lifeblood of trade" while "debt is a burden on 
our economy." 

Judging the right amount of credit or debt for our economy is 
an extremely complicated problem ivhich we shall postpone for the 
lattci* part of our study. Not only do we need to know the amount 
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of credit outst;inding, but also the rare at which it is changing, the 
purposes foi wJiich it is gi'anted, the state of tlie economy (income, 
output and employment), the level of piices, and a host of other 
factors. At this point we need only say that at any time a certain 
amount of credit (or debt) is needed within the community. In gen- 
eral, the aggregate amount is related to the quanlity and value of 
goods in the process of production and distribution. 

BASIS OF CREDIT 

The ability of an individual, business, or govern- 
mental unit to obtain credit (present goods or money in return tor 
a promise to pay in the future) dejTcnds on the prospective creditor’s 
faith in the debtor’s ability and willingness to pay.* In general, the 
debtor’s ability depends upon his propeity and business acumen; 
his willingness, upon his integrity. There are certain elements wliich 
credit managers consider in determining whether to extend credit 
and if so hOw much. The basic factors arc called the "C’s of credit”— 
character, calmctly, capital, and collateral. 

Character The moral risk is measured by chai'actei, an important 
factor in determining a delitoi’s ability to obtain credit. For the 
individual, it is measured in terms of his personal habits, style of 
living, business and personal associates, and his general standing in 
the business and social community. For the nation, character is 
measured by the stability of the goveinment, public and piivate 
thrift, and industrial and scientific achievements. For both the nation 
and the individual, the attitude toward previous obligations reflects 
willingness as well as ability to repay debts. A party with a reputation 
for meeting his obligations only after considerable delay or when 
forced to by court order is not likely to obtain credit no matter 
how great his ability to pay may be. 

Capacity Capacity measures the business risk; an examination 
of the potential debtor’s past financial statements affords a }>asis for 
estimating his future income. In general, the individual’s capacity 
is revealed in his energy, ambition, education, experience, executive 
ability, and good judgment. Ordinarily, a creditor looks to the 
potential debtor’s futui'e income for repayment of an obligation. 
An individual with a steady income, a firm with excellent earning 
prospects, or a governmental unit with stable souices of revenue 

1 Some writers linvc rcgnrclcd confidence ns the essence ol credit and lia\e defined 
credit in terms of confidence insteiid of looking at the credit ti'aiisacuoii and dcAning 
credit as a deferred cxcliangc. The woid “ciediC*’ is derived fiom the Latin ciedo, 
meaning “1 lielicvc,'' whicli is a combination of the Sanskrit cred, meaning "trust" 
and tlie Latin do, meaning "1 place." 
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will be more certain of obtaining credit than will its counterpart 
witli an imceitain eainjng record and prospects. Because it is not 
possible to forecast accurately the credit applicant’s prospective earn- 
ings. the Jendei is also interested in tlie debtor's capital. 

Capital The property risk measure is capital. The type and value 
of the potential borrower's capital affect his ability to obtain credit. 
Capital serves to protect the creditors against loss; hence, credit 
analysts carefully scrutinize the balance sheet of the applicant for 
credit. Not only are the assets examined but also the other debts 
in order to ascertain the net amount by ivhich total assets exceed 
total liabilities. An examination of assets is designed to determine 
the stability of their value and the ease with which they can be 
converted into cash without loss of value. It should be readily evident 
that other things being equal an applicant who possesses capital with 
a stable value and a high degree of liquidity (for example, a short- 
term government security) is more likely to obtain credit than one 
whose capital fluctuates widely in value and can be sold only at a 
great loss of principal. 

Collateral A lender not satisfied with the amount of capital 
possessed by the would-be debtor may extend credit if the applicant 
pledges collateral to support the debt. Property whose value can be 
determined easily and which can be readily converted into cash is 
preferred for this purpose. The seciiiity pledged for collateral may 
consist of stocks and bonds regularly traded on organized securities 
exchanges (stock exchange collateral) and bills of lading, ivareliousc 
receipts, and trust receipts for staple commodities (commodity col- 
lateral); automobiles and real property (land and buildings) fre- 
quently are used as collateral. The pledge of collateral serves at least 
two purposes. Since tlie only way the debtor can redeem his security 
is to repay the loan, he has a special stake in meeting his obligations. 
Should die borrower fail to make payment, the collateral can be 
sold, and the proceeds used to discharge the claim. An added feature 
of safety is introduced by requiring the market value of the collateral 
to be greater than tlie face value of the loan which it secures. The 
difference between the market value of the collateral and the loan 
granted ivith it as security is knoivn as margin. A 25-percent margin 
would mean that the loan is equal to 75 percent of the market value 
of the collateral. The size of the margin ivhich is required varies 
with the type of collateral, the stability of its market price, and 
other factors, such as the state of economic activity. 

Frequently a person may borrow by substituting for collateral a 
guarantee of payment given by others. Thus Smith, unable to obtain 
credit from the bank on his own signature, may be granted a loan 
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i£ Jones endorses his note, thereby guaranteeing payment should 
S^ith fail to repay the loan, A home purchaser may be granted a 
loan because the Federal Housing Administration guarantees the 
lender payment of most of the real estate moi tgage. 

ryPES Of CREDIT 

Classifications of credit are legion depending upon 
the purpose of the study in which credit is being discussed. We shall 
limit our examination to three of the more widely used classifications 
which are shown in Table 4. 


TABLE 4 

CLASSIFICATIONS OF CREDIT 


As to use 

As to maturity 

As to type of debtor 

a. Investment 

a. Long-term 

a. Public 

b. Commercial 

b. Intermediate 

b. Private 

c. Consumption 

c. Short-term 



d. Demand 



It should be readily evident that these three categories are not 
mutually exclusive. For example, investment credit may be sub- 
divided by maturity and by type of debtor. Thus investment credit 
is characteristically long-term credit, and it may be employed by 
either private or public debtors. 

Investment Gr^it Business firms and governmental bodies are 
typical users of investment credit to acquire fixed assets as plant 
and equipment which ordinarily have a relatively long life expect- 
ancy. Furthermore, a corporation bon owing to build a factory knows 
its earnings will not be laige enougli to repay the loan in 2 or 3 years. 
For these reasons investment credit is long-tem credit and is repre- 
sented by bonds and notes having maturities of 5 or more yean. 

Commercial Credit For the cunent operations of an enterprise 
an organization uses commercial credit to finance the production, 
manufacture, and marketing of goods. This type of credit is typically 
short-term: repayment of the debt is made with the proceeds of the 
current sales of the firm, but it is self-liquidating only to the degree 
that current operations prove successful. Commercial credit, if ex- 
pressed in written instruments, is evidenced by a bill of exchange, 
promissory note, or trade acceptance. 
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Consumption Credit The utilization or acquisition oi consumers' 
goods ranging from a loaC of bread to the building of a home is 
financed by consumption ciedit. Repayment ol the debt is not related 
to the use of the proceeds of the loan but depends upon the boi- 
lower’s gencial income. The importance of consumption ciedit has 
been growing steadily since World \Vai I, and it is now recognized 
as an important factor affecting economic stability. 

Long-term Credit Classified by maturiiy, credit having a matu- 
rity of 5 or more years ivhen contiacted is characterized as long- 
term. This type of credit is customarily employed to acquire durable 
or fixed assets wJiich, when employed, provide earnings in small 
amounts relative to the debt over a period of years. Thus, the debt 
is contracted for a long period since the borrower is not in a position 
to pay in shorter time periods. A business borrowing to build a 
factory realizes it is not likely to be able to repay in a few years; 
consequently, it does not contract a short-term deljt since this may 
prove financially embarrassing if upon maturity the short-term debt 
is not renewed. 

Intermediate Credit Credit which typically has a maturity of over 
1 year and not more than 5 yeais is termed intermediate. It is 
customarily employed to acquire assets which will yield at least the 
face amount of debt in tliat period of time. Intermediate a’edit may 
be employed by a fanner to acquire livestock, or by a manufacturer 
to acquire semidurable machines, or by a merchant to purchase store 
fixtures. 

Short-term Credit Credit which runs for less than a year is de- 
scribed as short-term. This credit is employed for the current opera- 
tions of a firm; the funds or commodities received are used to acquire 
inventories of raw, semifinished, or finished materials, to meet pay- 
rolls, to finance goods in transit, and other similar purposes. The 
borrower anticipates that within relatively short periods of time the 
goods will be sold, thus supplying him with the means with which 
the debt can be repaid. 

Demand Credit Demand credit is payable whenever the lender 
demands repayment by “calling” the loan. This type of credit is 
raiely employed by business firms since they have no way of knowing 
when they may be called upon to repay their obligation. The most 
common illustration of demand credit is a demand deposit with a 
comineicial bank, A call loan made by a bank to a stock broker 
is a demand credit since the bank may request payment of the 
broker at any time. 

Public and Private Credit Credit may also be classified by the 
type of debtor. Public credit is employed by national, state, and 
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local governments. The debt may be the direct obligation o£ the 
governmental unit, or it may be guaranteed in whole or in part 
by the governmental unit. Private credit refeis to all credit extended 
to nongovernmental units. When employed by business undertak* 
ings, it is known as business credit. In business Uteratme the term 
mercantile credit refers to credit extended by one business concern 
to another. Credit received by consumers or households is kno^vn 
as individual, consumer, personal, or retail credit. 

■ CREDIT INSTRUMENTS 

Outstanding credit or debt may be reflected by (1) 
oral agreements, (2) book credits, or (3) written instruments. The 
written instruments consist of promises to pay— promissory notes, 
bonds, and long-term notes-or orders to pay— drafts and bills of 
exchange. The primaiy emphasis in this section is to indicate the 
general forms and uses of these instruments and to show how their 
employment facilitates the flow of goods and services through the 
economy. The discussion is necessarily brief. It does not include a 
detailed discussion of the law of negotiable instruments nor are we 
concerned with the numerous variations of these instruments as they 
are adapted to different industries or to changes in the conduct of 
business activity over time. 

In general, oral agreements are used in consumption credit and, 
to a lesser extent, in commercial credit. Open-book accounts, promis- 
sory notes, and the bill of exchange or drah are employed principally 
in commercial credit; bonds and corporate notes are used in invest- 
ment credit, 

ORAi A<SftnmH7S AND BOOK CREDITS 

Outstanding credit, or debt, need not be evidenced 
by a written contract. In many cases credit transactions are con- 
summated by an oral agreement. While such examples may be 
numerous, they involve only a small amount of credit in the aggre- 
gate. They are for the most part restricted to small transactions 
among persons well known to one another. Employment of an oral 
agreement in a credit transaction is unsatisfactory for several reasons. 
If the parties should disagree about the terms of the credit extension, 
there is no reliable way of determining who is light. The creditor 
may experience difficulty in proving the existence of the debt owed 
to him. Should the creditor find himself in need of funds, it is 
difficult to transfer his claim to a third party since the latter would 
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be reluctant to purchase a claim against a debtor if there were no 
written evidence of the debtor’s obligations. 

'The opert'book account has become the characteristic and simplest 
form of modern credit extension between business concerns. It con- 
sists merely of entries in the account books of business concerns, 
appearing as an account receivable on the books of the seller (or 
lender) and an account payable on the books of the buyer (or bor- 
rower). In many commercial transactions credit is extended in this 
form without any written evidence of the debt other than perhaps 
the invoices or shipping documents. 

The advantages of the open-book account to both buyer and seller 
are the speed and simplicity witli which such transactions can be 
handled. As with all credit, it affords the advantage to the seller 
of reducing sales icsistance on the part of the customer who does 
not have to wony about immediate payment for the goods. Fre- 
quently the open-book account is coupled with a cash discount 
system whereby the buyer receives a discount if cash payment is 
made at an early date while net terms are required if the full time 
is taken in making payments (such as a 2‘percent discount for cash 
payment within ten days and net terms if payment is made within 
thirty days). 

The very informality of the open-book account may give rise to 
disadvantages to both the buyer and seller since a dispute as to the 
exact terms may arise. The creditor on an open-book account must 
wait while the debtor takes steps to pay since there are no effective 
methods to enable tlie creditor to enforce prompt payment. Collec- 
tions may be slow, and bad delfts and losses are frequent. Since 
there is no prima-facie evidence of the existence of debt, the debtor 
may claim defects in the goods, etc,, and try to offset his obligation. 
The open-book account, in practice, penalizes the person making 
prompt payment in favor of the delinquent debtor. 

Because of the unsatisfactory qualities of both oral agreements 
and open-book accounts as methods of extending credit, written 
credit instruments were employed. The virtue of a written credit 
instrument is that it is a legal document which evidences the exist- 
ence and terms of the credit contract. Credit is, therefore, frequently 
embodied in written credit instruments which explicitly state the 
terms and existence of the debt and therefore tend to reduce the 
risk of nonpayment of the obligation. By improving the quality of 
the creditor’s claim, written credit instruments enhance his ability to 
sell those claims to financial institutions, thus enabling the creditor 
to receive funds immediately. 
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WRITTEN iNSTRUMENTS 

Promissory Notes A promissory note is an uncondi- 
tional promise to pay in writing which is made by one person to 
another in which the maker promises to pay on demand or at a fixed 
or deteiminable date in the Lutiiie a stated sum oi money to the older 
of a specified person or to bearer.^ The two parties to the transaction 
are the maker or debtor and the payee or creditor. The promissory 
note’s advantages over the open-book account as a credit instrument 
are that it provides definite evidence ol: debt as well as a fixed matm- 
ity date and sum of money to be paid. In this manner disputes over 
the terms of the debt arc avoided. A bank can present the instru- 
ment to the debtoi for payment, which tends to assure prompt 
payment. 

In commercial credit promissory notes are employed chiefly for 
debtors ivho are considered inferior credit lisks and, therefore, are 
not extended credit on an open-book account. Only in a few indus- 
tries, such as jewelry and lumber in wfiich credit terms are charac- 
teristically long, has the piomissory note superseded sale on open- 
book account. The promissory note issued by the borrower is the 
standard form in which loans are obtained from banks (Figure 4). 
The promissory note is also used as an instrument of public credit 
or bank credit. Government paper money and bank notes are merely 
noninterest-bearing promises to pay by their respective issuers. 

Bills of Bxdiange A draft or bill of exchange differs from a 
promissory note in that it is an order to pay. The draft or bill of 
excliange is an unconditional order in writing signed by the drawer 
requiring the jxirty to whom it is addressed to pay on demand or 
at a fixed or determinable future time a definite sum of money 
to the order of a specified person or to the bearer. There are three 
parties to a draft: the drawer or the one who orders the payment; 
the drawee, or the one who is ordered to pay; and the payee or 
person to whom payment is ordered to be made. The payee or 
ultimate creditor may be the same person as the drawer in which 
case there are only two parties to the transaction—a drawer payee 
and a drawee. When the parties involved are located in the same 
country, the instrument is ordinarily called a dta/t; if one of the 
paities is located in a different country, the order to pay is called a 
htll of exchange. 

It is important to remember that a draft, or bill of exchange, 
is merely an order to pay; it is not an obligation of the drawee to 

2 Our disciraton i$ confined lo promfssoiy notes and bills of exchange that meet 
the I'cquh'ements of the negotiable instruments law. 
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pay. The mere fact that I order Charles Abbott to pay by dra^ving 
a draft on him does not obligate him to pay. The draft can be 
converted into an unconditional obligation to pay ivhen the drawee 
accepts by wi'iting accel?ted on the face or back of the draft and 
affixes his signature. In general parlance, the act of acceptance 
changes the draft from an order to pay (you owe me) to a promise 
to pay (I owe you). Since the act of acceptance binds the acceptor 
to meet his obligation, it should be clear that an acceptance entails 
less risk of nonpayment and is therefore a better credit instrument 
than an unaccepted bill. 

Bills of exchange can be classified in a number of ways. We shall 
discuss only three groupings which are enumerated below: 

TABLE 5 


CLASSIFICATIONS OF BILLS OF EXCHANGE (INTERNATIONAL) 
OR DRAFTS (DOMESTIC) 


By parties 

By maturity 

By security 

a. Banker’s bill 

a. Demand (sight) bill 

a. Clean bill 

b. Commercial bill 

b. Arrival bill 

b. Documentary bill 

c. Trade bill 

c. Time bill 



A bill draivn by one banker on another is known as a banket^ s bill. 
When an individual or business concern (other than a bank) draws 
a bill on a bank, the instrument is known as a commercial bill. A 
bill drawn by an individual or business concern upon another indi- 
vidual or business concern is called a trade bill. A trade bill accepted 
by the drawee is a trade acceptance (Figure 4), while a banker’s bill 
or a commercial bill becomes a banker* s acceptance if accepted by 
the bank upon ivhich it is drawn. 

Classified by maturity, a sight or demand bill is payable upon 
presentation to the drawee. A bill payable upon the arrival of the 
merchandise at its destination is known as an arrival draft or bill. 
A time draft is payable at some future date; this date may be stated 
as a specified number of days after the bill is drawn or a specified 
number of days after the date on whidi the draivee accepted the bill. 
Time bills (in contrast to demand bills) are usually presented to 
the drawee for acceptance, thereby binding the acceptor to meet his 
obligation. 

Thus, the time bill is customarily employed to serve as written 
evidence of debt arising from a business transaction. The sight bill, 
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notably in the form of a bank check drawn by the depositor on his 
bank, is widely used to make domestic payments (see Figure 4).® 
Ih remitting funds abioad a demand bill drawn by one bank at 
home on another in a foreign country is ordinarily employed. On 
occasion a seller may draw a sight bill on a delinquent customer 
to demand payment of a debt, hoping that when the bank presents 
the bill to the debtor for payment, he will think twice before dis- 
honoring it. 

Commercial bills and trade bills, when employed in foreign as 
contrasted with domestic tiade, are ordinarily accoinj^anied by docu- 
ments ivhich convey title to the goods. These instruments are de- 
scribed as documentary bills and are normally employed to force 
the drawee to accept the bill before title to the goods is relinquished 
by the drawer.^ Both banker’s bills diawn at sight by one bank on 
another and trade bills arising from domestic transactions are not 
accompanied by documents and are described as clean bills. 

FACILiTATlNG DOCUMENTS 

The bill of lading, warehouse receipt, and trust re- 
ceipt are not credit instruments since they do not serve to evidence 
debt, However, their use does enable goods in the process of sale 
or manufacture to serve as collateral for obtaining credit. These 
instruments are therefore described as facilitating documents, and 
they arc treated in this chapter because by serving as collateral, they 
enable persons or firms otherwise unable to obtain credit to do so. 

Bill of Lading The bill of lading issued by railroads, steamship 
lines, air lines, and trucking concerns serves as a contract for die 
transportation of merchandise and as evidence of title to these goods. 
The * 'straight” or nonnegotiable foi m made out to a specific person 
is distinguished from the “order” or negotiable form in ^vhich the 
person named (usually the shipper) can by simple endorsement trans- 
fer title to the goods to some other party. 

In foreign trade the bill of lading is usually attached to the bill 
of exchange. The seller of goods attaches the bill of lading, among 
other documents, to the bill of exchange and discounts the latter 
with his bank. He is able to obtain funds before final payment is 
made, The lender, in this example the bank which discounted the 
draft, has title to the goods secured by the bill of lading and has 
in effect extended a loan ivitli the goods serving as collateral. 

s A certified check is reproduced. When certifying the depositor’s check, the bank 
deducts the amount ftom his account and holds it for imymcnt of the check. 

* See Chapter for a detailed discussion of the technique of financing foreign trade 
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Warehouse Receipt When the goods arrive at their destination, 
they may be turned over to the purchaser or placed in storage. In 
the latter case a ivarehouse receipt will be issued to the owner d£ 
the goods; the collateral for the loan has merely changed from a 
bill of lading to a warehouse receipt. The receipt is merely a state- 
ment by the warehouseman that he has received the goods mentioned 
and that he will surrender them only to the individual presenting 
the doaiment. A negotiable receipt permits delivery to a specified 
person, or his order or to bearer, whereas a nonnegotiable receipt 
restricts delivery to the person named in the document. Warehouse 
receipts are extensively ifsed as collateral for bank loans. In this 
country the federal and state governments provide for the super- 
vision of warehousemen to insure the integrity of their receipts and 
to render such receipts reliable evidence of the condition, quality, 
and ownership of the products stored. The Uniform Warehouse 
Receipts Act has been adopted in forty-six states, and the United 
States Warehouse Receipts Act has been enacted by the federal 
government. 

Trust Receipt If the creditor changes his collateral from a bill 
of lading to a warehouse receipt, the purchaser of the goods still 
does not have possession of the goods. It is necessary for the buyer 
to take possession of tlie goods in order to display, manufacture, 
and sell them and thereby acquire the funds with ivhich to make 
payment to the creditor. The creditor may release the goods to the 
debtor in return for a trust receipt. This instrument states that 
the collateral— either securities, a bill of lading or a warehouse 
receipt— released to the debtor is the property of the creditor, and 
the debtor agrees to hold it in trust for the creditor and to deliver 
the proceeds of its sale to the creditor. The trust receipt enables 
the buyer to take possession of the goods, but the loan is still pro- 
tected since the receipt gives the lender legal title to the goods and 
a claim on the money received from their sale. 

The courts have ruled that the creditor is entitled to the goods 
or the proceeds therefrom. However, when the debtor has disposed 
of the goods and is at the same time insolvent, the creditor cannot 
repossess the merchandise from an innocent purchaser. 

In all three cases discussed above tlie extension of credit was 
secured by a document peculiarly suited to the state of the trans- 
action. While the goods were in transit, the loan ivas secured by a 
bill of lading: the warehouse receipt secured the loan while the 
goods were in storage; and the trust receipt secured the loan on 
the goods in the hands of the purchaser. The ultimate security 
afforded by the documents was the value of the goods. 
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■ NEGOTIABLE INSTRUMENTS 

Credit instruments can be sold whether they are 
negotiable or jionnegotiable. Nonnegotiable credit instruments are 
governed by the general common and statute la^vs oE contract; title 
to such instruments can be transferred only by assignment. In assign- 
ment the assignee obtains no better title than that which the assignor 
possessed. For example, suppose Charles Abbott buys a refiigerator 
from the Fast Corporation, giving his nonnegotiable promise to pay 
$100 at the end of 6 months. Suppose further that the Fast Corpora- 
tion transfers the note by assignment to Josepli Gale, who then 
transfers it to Phil Lewis. Lewis runs the risk that Abbott may refuse 
to pay him at maturity for any reasons that would have excused 
him from making payment to the Fast Corporation. In addition, 
Lewis runs the risk that Gale may have found or stolen the note 
because he obtains no better title than Gale possessed. Thus, the 
purchase of nonnegotiable paper should be done only with full 
knowledge of the conditions surrounding its creation. 

In vie^v of the difficulties arising from the use of nonnegotiable 
instruments, merchants as early as the Middle Ages found this type 
of paper inconvenient for settling transactions. In order to facilitate 
the flow of goods, services, and funds, it was necessary to have credit 
instruments which could provide unconditional obligations to pay 
and that could be freely purchased and sold without doubts as to 
title. In meeting the need for easy negotiability, a new branch of 
law, negotiable instruments law, evolved. A uniform negotiable 
instruments law was ultimately drafted in the United States and 
has been adopted by all forty-eight states, in a few instances with 
minor modifications. Credit instruments that meet the speciBcations 
of these laws are called negotiable instruments. 

Negotiable instruments are of two types— promises to pay and 
orders to pay. To be negotiable an instrument must be: 

1. In ^vriting and signed by the maker or drawer. 

2. An unconditional order or promise to pay a specific sum of 
money. 

3. Payable on demand or at a fixed and determinable time. 

4. Addressed to identifiable parties. 

5. Payable to bearer or to order of some named person. 

An instrument promising or ordering payment to bearer or 
Charles Abbott or bearer is payable to any holder in due course. 
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An instrument ordering or promising payment to Charles Abbott 
or order or to the order of Charles Abbott is payable either to 
Charles Abbott or to anyone to whom he transfers title by endorse- 
ment. A person receiving a nonnegotiable instrument by purchase 
or assignment has a faulty title if the transferor’s title is faulty. In 
contrast, a person receiving a negotiable instrument, if a holder in 
due course, has a title that is nearly perfect even though the trans- 
feror’s title is imperfect. The debtor can refuse to pay only by 
making such claims as forgery, infancy, or insanity of the maker 
of the instrument. 

A holder in due course is one who has taken a negotiable instru- 
ment under the following conditions: 

1. It is complete and regular upon its face. 

2. He became the holder before the instrument was overdue and 
without notice that it had been previously dishonored if such 
were the case. 

3. He took it in good faith and for value. 

4. At the time he took it he had no notice of any infirmity in the 
instrument or defect in the title of the person negotiating it. 

Negotiation or transfer of a negotiable instrument from one party 
to another is accomplished by mere physical delivery if the instru- 
ment is payable to bearer. Endorsement of the instrument is un- 
necessary in such cases although it may be preferred by the recipient 
since all parties whose names appear are liable for payment. Title 
to negotiable instruments not payable to bearer is transferred by 
endorsement (usually on the back of the instrument). 

When a person gives an unqualified endorsement to a negotiable 
instrument he, in effect, guarantees that: (1) The instrument is 
genuine and in all respects valid. (2) He has proper title to it. (3) He 
has no knowledge of any fact which would impair the validity of 
the instrument or render it without value. (4) If upon presentation 
to the debtor, it is dishonored by him, the endorser will pay the 
holder or any subsequent endorser who may be compelled to pay it. 

There are four general classes of endorsement: (1) blank endorse- 
ment, (2) special endorsement, (3) restiictive endoi'sement, and (4) 
qualified endorsement. To illustrate these cases, let us assume a 
promise or order “to pay John Doe or order." Should John Doe 
endorse it in blank by merely signing his name, the instrument is 
made payable to bearer; it becomes freely negotiable without further 
endorsement. If John Doe endorses the instrument “pay to Charles 
Abbott" or “pay to Charles Abbott or order" and signs his name, 
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we have a special endorsement. The instrument is no longer nego 
tiable until Charles Abbott signs his name at which time further 
negotiation is possible. An example of a restrictive cndoiscincnt 
is when John Doe signs his name and adds "pay only to Chailes 
Abbott" or "for deposit to the account of Charles Abbott." At this 
point the instrument loses its negotiability. If John Doc signs the 
instrument and adds "without recourse" as endoiser, he is giving 
notice that he is assuming no liability. An instrument with such 
a qualified endorsement is still negotiable. However, subsequent 
parties would be reluctant to accept it since the endorser does not 
undertake to pay the instrument if the party of primary liability 
does not honor his obligation. 

■ STOCKS, BONDS, AND CORPORATE NOTES 

The bill of exchange and the promissory note are 
used in commercial credit and in consumer credit. Funds for longer 
periods of time are obtained by issuing bonds, corporate notes, or 
stock. 

STOCK 


Some authorities in classifying credit instruments in* 
elude stock issued by corporate enterprises among the long-term 
credit instruments. According to law, a corporation is an entity 
distinct from its bondholders and stockholders; the corporation can 
sue and be sued in its own name. Legally, a share of stock lepresents 
a partnership right to participate in the cainings of the issuing cor- 
poration and in the amount of property or money received if the 
business is liquidated. In an economic or financial sense, however, 
the share of stock has often been regarded as a credit instrument 
because stockholders, particularly in large corporations, frequently 
take no more active interest in the business than do bondholders 
or other creditors. Thus, in practice, the business is virtually di- 
voi'ced from its legal owners. The stockholders frequently regard 
themselves as participants in the corporation and as suppliers of 
funds to It in a manner differing in degree rather than in kind from 
other participants in the enterprise, such as bondholdeis. 

A share of stock evidenced by a stock certificate repiesents a part 
ownership in the assets of a corporation after payment of its in- 
debtedness, a claim to its net earnings, and an element of responsi- 
bility for its management. Endorsement operates as a power of 
attorney to remove the name of the former owner and to substitute 
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pany or trust department of a bank) who represents the bondholders. 

There are a wriety of bond categories; for simplicity we shall 
fo*cus attention on the classification of bonds by the natuie of the 
secuiity for them. Mortgage bonds are issues, the principal and 
interest of which are secured by a lien on physical property. Second 
and third mortgage bonds (often issued under some such name as 
general or consolidated mortgage bonds) differ only from first mort- 
gage bonds in the priority of their claim upon the pledged property. 
Collateral trust bonds are seemed by stocks and bonds of other 
companies owned by the issuing company; the collateral for the 
issue is deposited with a trustee. Debenture bonds have no specific 
security and are backed by the general credit of the issuer; they are 
in effect little more than long-term promissory notes. 

In the event interest and/or ptincipal are not paid the trustee 
of a debenture issue can merely obtain a judgment against the debtor 
corporation and attempt to collect. In the event of default on a 
mortgage bond the trustee can foreclose (seize the mortgaged prop- 
erty and sell it), using the proceeds of the sale to meet the obligation 
owed to the bondholders. If a collateral trust bond is defaulted, 
the trustee can sell the collateral and use the proceeds to pay the 
bondholders. In practice, a defaulting corporation is likely to be 
placed in the hands of the courts for reoiganization; the significance 
of the distinctions in bond categories lies in the relative treatment 
accorded the different classes of bonds by the court in the reorganiza- 
tion plan it approves. 

CORPORATE NOTE 

Similar to the bond except that the legal arrange- 
ments surrounding its creation are less formal, a corporate note may 
Jiave a maturity of 1 to 10 years, altliougli 3- to d-year matin itics 
are most common. These notes have no specific security and aie 
customarily given to banks and insurance companies to evidence 
loans. 

■ THE ROLE OF CREDIT (OR DEBT) IN THE ECONOMY 

Over one hundred years ago, Daniel ^Vebster 'wrote: 

Credit has done more—a thousand times more— to enrich nations than 
all the mines of the woild. It has excited labor, stimulated manufactures, 
pushed commerce on every sea, and brought every nation, eveiy kingdom, 
and every small tribe among the races of men to be known to all the rest. 
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It is often stated that ^ve live in a credit economy. Our stock of 
money is made up of debts. Government curiency and coin, Federal 
Reserve notes, national bank notes, and checking deposits are all 
promises to pay on demand. Our monetary stock varies directly with 
the volume of outstanding debt. The laigest pait of our money 
supply is created by the banks ivho issue their o^vn promises to pay 
on demand in return for die promises to pay given the banks by 
governmental bodies, corporations, and individuals. 

The use of credit provides an economical means of supplementing 
or superseding various forms of metallic money. The banker is really 
a dealer in debt and is a convenient intermediary through which 
citizens offset their claims and debts to others. The clearing of credits 
or debts against each other provides settlement of claims without 
the use of hand-todiand money. Thus, society is saved the cost of 
acquiring huge sums of standard money, the labor and cost involved 
in handling the metals, and the wear and tear incidental to their 
use. It is often said that in our present society hand-to-hand money 
has been relegated to service as a substitute for credit rather than 
the reverse. 

The use of credit or debt facilitates increasing the economic ^vell- 
being of the citizens. Modern production is a time-consuming proc- 
ess which requires large amounts of land, plant, equipment, raw 
materials, etc. Many businesses could not secure enough money to 
purchase all the necessary equipment and supplies with the proceeds 
of the sale of stock or the earnings retained by the hrm. By obtaining 
credit (or borrowing) an enterprise is able to acquire the needed 
supplies and to assemble large plants, thus pioviding society with 
the benefits of large-scale enterprise and specialized industry. Fur- 
thermore, the use of credit enhances the salability of goods and 
services, thereby expanding markets so tliat they may absorb the 
enlarged output resulting from large-scale production. 

Credit enables people to spread their consumption over time 
in a way that appears most advantageous to them. Installment credit 
increases the range of commodities, cliiefly durable consumers’ goods, 
which the individual may acquire; other forms of credit either to 
the consumer or tlie retailer enable the seller to sell on account. 
It is true that consumer credit may be, and often is, used to indulge 
in excessive consumption in the short run and leads to Bnancial 
embarrassment in the long run. Hmvever, the judicious use of con- 
sumption credit can be very convenient to an individual. Moreover, 
consumer credit by expanding the market for goods encourages 
large-scale production and all its attendant economies. 

For society as a whole in peacetime, savings are desirable when 
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they are invested and thereby returned to the income stream. Part 
of the savings of the community is done by business firms who 
invest tlieir savings directly in the business and pay the money out 
in this manner. Another part of the savings is accomplislied by 
individuals. One portion of the individual savings is given to the 
business firms when savers acquire the stocks or ownership interests 
in business firms. Many savers are unwilling to part with their funds 
in return for ownership in business firms; however, they are willing 
to part with their savings by lending them to borrowers. Were debt 
not possible, there would in all llkeliliood be a smaller volume of 
savings and also some poi tion of the savings would lie idle, thereby 
depressing economic activity. Debt (or credit), therefore, promotes 
thrift by providing employment for savings and, much more impor- 
tant, is the means whereby savings are transferred to groups who 
spend them. In this mannei depressed economic activity is averted. 

Debt or credit makes for the fullest utilization of available capital. 
It not only gathers the funds but also helps to apportion them 
among those who would like to use them. The borrower, it may 
be presumed, is a more efficient producer than the lender, for 
othenvise the lender would use the funds in his own productive 
activities. The actual boiiower, moreover, may be assumed to be 
more efficient than the would-be borrower whom he outbids for the 
funds. When credit is granted to the highest bidder, it places control 
over resources in the hands of those who aie most likely to provide 
additional output for the economy. 

Although the credit system provides many advantages to society, 
the volume of credit if not properly managed and controlled, tends 
to accentuate instability in economic activity. Credit makes possible 
a rapid increase in the spending power of the public. In an atmos- 
phere of optimism it encourages speculation and overtrading; specu- 
lation may become ^videspread and commodity prices may be greatly 
inflated. A collapse in credit as an institution ensues when the 
optimism disappears. Creditors press for repayment of their loans, 
and debtois find themselves unable to liquidate assets to obtain 
funds to meet their obligations. The pressure to sell assets leads 
to price declines, which in turn creates more pessimism. The eco- 
nomic debacle of 1920-1921 was in large measure the outcome of 
the great expansion in credit granted on commodities in 1919-1920. 
The history of monetary and fiscal policy is a search for ivays of 
controlling the amount and manner of credit extension so as to 
mitigate the disadvantages and maximize the advantages stemming 
from the use of credit. 
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QUESTIONS AND PROBLEMS 

1. a. With what function of money is credit most closely associated? 

b. Is credit capital? If not, what is the relation of credit to capital? 

2. How IS the credit of a prospective bonower from a bank affected by 
each of the foJloiving elements (in )'oiir ansu’cr indicate, wheie appro- 
priate, which of the 4 C’s of credit is involved): 

a. Life insurance cairied by the applicant. Property insurance.^ 

b. The fact that he had gone through bankruptcy in 1929. In 1933. 

c. His ability to offer as collateral (1) railroad stock, (2) United States 
savings bonds. 

d. The fact that his friend is willing to endorse his note but that a 
surety company asks an unusually high premium on his bond. 

e. The fact tliat he plans to buy law aitton rathei than to erect an 
addition to his mill. 

f. The fact that he will amortize the loan over the two-year period 
for which he wants it. 

g. The fact that the general price level is falling. 

3. a. “If we should add up all the wealth of all the individuals in the 

country we would niid that somcdiing like half, measured in money 
terms, tvas in the form of debt.” (E, Clark, Internal Debts of the 
United Stales, New Yoik, 1933, p. 399.) Explain, 
b. During the decade 1929-1939, accoiding to the United States De- 
partment of Commerce, the total public and private debt of the 
United States declined slightly, from $191 billion to $185 billion. 
The private debt fell from $161 billion to $126 billion, whereas 
the public debt rose from $30 billion to $59 billion. During the 
following decade, 1939-1949, die total debt rose from $185 billion 
to $442 billion. The piivate debt rose from $126 billion to $205 
billion and the public debt from $59 billion to $237 billion. During 
each decade did die change in the composition as well as the 
amount of the debt cause any change in the relative burden of 
debt in tlie economy? 

4. a. Is a mortgage a blessing or a burden to a debtor? Both? Explain, 
b. In the depression life insurance companies foreclosed some of their 

delinquent farm mortgage loans. Was the debtor farmer moie 
justly entitled to public sympathy than was tlie policy holder of 
the insurance company? 

5. What three classes of credit (see Table 4, page 67) does eacli of the 
following credit instruments represent: 

a. A trade acceptance of a retail lumber dealer. 

b. A promissory note of a builder of railroad cars. 

c. A banker’s acceptance created by a bank at the request of an 
importer of hides. 

d. A United States savings bond. 

e. Serial 1- to 10-year equipment trust bonds issued by a railroad. 

f. United States Treasury bills. 
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g. A senes o£ notes covering a television set bought on the installment 
plan by a farmer; a scries of notes covering a tractor bought on the 

' installment plan by a fanner. 

h. A checking account in a bank; a savings account. 

6. a, "The legal principles involved in the law of negotiable instruments 

giew out of the exigencies of commerce and were intended to 
facilitate the business lequirements of an evolving economic sys- 
tem." Explain. 

b. Explain the conditions which are necessary to make a credit instru- 
ment negotiable. May a credit instrument be transferable without 
being negotiable? lUustiate. 

7. Write out the appropriate endorsement on checks you hold to accom- 
plish each of the following purposes* 

a. To make the check negotiable without any fuither endorsements. 

b. To limit your own financial responsibility. 

c. To prevent anyone except your own bank from collecting. 

d. To make it necessary for the party to whom you give the check 
to endorse it, thereby making it easier to trace payments. 
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CHAPTER 5 

Commercial Banking 


T 

I HE monetary system includes the complex of insti- 
tutions that have the ability and authority to issue and retire money, 
to ci'eatc and destiuy the stock oL money available to the public. 
The three elements in the monetary system include the government, 
the cential bank, and the commercial banks. We have already seen 
that the stock’ ol money consists o£ hand-to-hand money (frequently 
called cunency) and demand deposits. By far the largest part of our 
monetary stock consists ol checking deposits, which are debts of 
iJie commercial banks payable on demand. The purpose of this part 
of the book is to explain the meclianism, operations, and principles 
of commeicial bank operations in order to acquire an insight into 
how the major part of our monetary stock comes into being and 
how it is destroyed. The succeeding part of the book will be devoted 
to an exposition of the role of the government and of the central - 
bank in the money creation and money destruction process. 

■ COAAMERCiAL BANKS 

Many institutions go under the general term, banks. 
Thus, we talk of commercial banks, savings banks, investment banks, 
industiial banks, etc. We are concerned in this section of the book 
only with those institutions that create money in the form of demand 
deposits. Those institutions which hold checking deposits are knoivn 
as commercial banks. 

The term “commeiciar’ banking is misleading. The word “coni- 
meix-ial” came into wide usage because of the general belief in 
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Great Britain a centiiiy ago that banks which issued demand liabilh 
ties— eithei bank notes oi demand deposits— should restrict their 
advances to slioU-term loans for commeicial, productive purposes. 
Thus the banks’ liabilities would be supported by commercial paper. 
Times have changed, and as can be seen in Table 15, our banks 
are now more industrial than commercial. They combine othei 
activities with their original commercial banking [unctions. Our 
use of the term commercial is not so much a matter of correct 
description of wliat commeicial banks do as it is a matter of com 
venience in using a widely accepted term. 

COMMERCiAL BANK Fl/NCTfONS 

The performance of commercial banks can be broken 
into (1) the money-creating function and (2) the service-iendering 
function. 

The service functions wliich commercial banks render to the com- 
munity include: 

1. Serving as paying and receiving stations for hand-to-hand cur- 
rency. 

2. Fioviding facilities for domestic and foreign remittances. 

3. Collecting checks, drafts, notes, and other obligations for their 
customers. 

i 4. Providing savings departments for their customers. 

5. Performing trust services for individuals and corporations. 

6. Providing facilities for the safekeeping of valuables. 

While these services are important in providing specialized activities 
for the community they pale into insiguiricance by contrast with 
the money-creating poweis of commercial banks. 

The mainstay of commercial banking is the buying and selling 
of evidences of debt. These institutions deal almost exclusively in 
debt instruments and, in the process, create and destroy money. 
'When tlie banks acquire debt instruments, they credit tlie deposit 
account of the seller of the instrument. When they sell evidences 
of debt to nonbank buyeis or ^vhen boriowers pay their debts to 
the banks, coniinercial banks destroy money balances by debiting the 
customer’s deposit account. Thus, commercial banks create and 
destroy most ol our money supply and are lesponsible for most of 
the fluctuations in the stock of money. They are also a major element 
in the credit market; assuming they have adequate reseives. by 
making loans and investments commercial banks add to the supply 
of funds in the credit market, and by reducing their loans and 
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investments they reduce the supply of funds in the credit market. 
Thus, by their lending and investing activities ronimercial baiilvs 
affect the volume of funds available for loan, the level of interest 
rates, and the volume of aggregate spending for both consumption 
and investment. By their lending and investing activities commercial 
banks play a crucial role in dctei mining aggregate economic activity 
—both the volume of goods and services pioduced and the prices at 
which they are sold. 

ORGANIZING A COMMERCIAL BANK 

Between 1838 and 1850 a majority of states adopted 
bank incorporation acts which permitted any group of individuals 
capable of meeting a standard set of legal requneincnts to open a 
bank. This proceclurc for oi'gnni/ing a bank came to be known as 
“free banking” and resulted in the estahlisbinent of thous<inds of 
institutions in this countiy. There wcie about 000 banks in 1840; 
in 1921 over .30,000 banks weie operating in the United States. 
Thereafter, mergers and failures halved the number of banks, and 
at the end of 1951, 14,089 institutions were in existence. 

Free banking has not meant hcedom ftoni all icstiaint in the 
’ matter of organizing a bank. Bank statutes have imposed fairly rigid 
specifications for tlie granting of a charter. In the case of the federal 
government, the proposed organization of a national bank is scru- 
tinized to make certain the organizers are competent and trust- 
worthy. Moreover, the existing banking facilities are taken into 
account in order to evaluate the community need and the likelihood 
of success of the pioposed bank. Since most banks charteied under 
state lasvs desire to join the Fedeial Deposit Insuiance Corpoiation, 
the proposed bank will, if it is to be approved for deposit insurance, 
require approval by the Corporation. 

BANK MANAGefASNT 

Ultimate authority and control of a national bank, 
as in the case of any corporation, rests with its stockholdeis. A board 
of directors of not less than five nor more than twenty-five members 
is elected annually under a system of cumulative voting available 
to bank stockholders. The directors must be citizens of the United 
States: at least three quarteis of them must have resided for at least 
a year in the state in which the bank is located or within fifty miles 
of its main office and must continue such residence during tlieir 
term of office: each must owm, in his own right, a specified minimum 
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amount (par value) of stock, ranging according to the size of the 
bank, from $1,000 to $2,500; and none may hold interlocking dJ' 
rectorates which are prohibited by law. 

In addition to commanding the confidence of the community and 
keeping in touch with its economic activities, the diiectors (partly 
through committees) formulate the major policies of the bank and 
select officers whose duties are to execute these policies and to con- 
duct the routine operations of the bank. The directors must keep 
informed of the activities, procedure, and condition of the bank. 
They are responsible for the diligent, fair, and prudent administra- 
tion of the institution’s affairs. While they normally serve without 
pay, directors may be held liable, both criminally and financially, 
for improper performance of their duties: they may be removed 
from office by the bank supervisor on proof that they have been 
guilty of violation of the law or have knowingly permitted the 
continuance of unsound or unsafe practices by the oncers. 

The departmental organization of commercial banks diffeis widely 
with the size of tlie institution and the lange of activities conducted. 
Officeis are elected by the board of diiectors; the president alone 
must be a membei of the boai^. The president, vice-president, and 
cashier constitute the nucleus of tlie official family of a modem bank, 
but titles indicate rank rather than specific duties. 

ClASSSS OF COMMEKCtAl BANKS 

For the most part each commercial bank is a corpora- 
tion. In the United States commercial banks include “national” 
banks and “state” banks/ depending upon whether the charter cre- 
ating the corporation was granted by the federal government or a 
state government. The decision to incorporate under state or federal 
law depends upon the preference of the organizers and stockholders 
of the bank. State banking laws, which vary considerably, are largely 
patterned on federal legislation governing national banks but are, 
for the most part, less comprehensive and stringent than federal law. 
Most of the following discussion is based upon federal banking 
legislation; where lelevant, references to state banking legislation 
are included. 

As seen in Table 6, the 14,000-odd banks can be classified in at 
least three ways. These classifications indicate the nature of controls 
which regulate the bank’s activities. National banks, subject to the 
most rigorous controls over their operations, account for one third 

iln a few states there are also private banks, regulated for the most part in (he 
same manner as aie incorporated bank*. 
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TABLE 6 


COMMERCIAL BANKS IN THE UNITED STATES, 
DECEMBER 31, 1951 


Banks 

Number 

Total deposits 
(billions of dollais) 

I. State and national 



National banks 

4,939 

,? 94.2 

State banks 

9,1.50 

70.6 

All coniincrrial banks 

14,089 

.^164.8 

II. Membri and non member 



Member banks “ 

0,837 

$141.0 

Noiiinembei banks 

7,252 

23.8 

All commcTiial Uinks 

1 4,089 

$164.8 

III. Insured and noninsuied 



Instiled banks 

13,439 

$162.9 

Noninsuied banks 

650 

1.9 

All commercial banks 

14,089 

$164.8 


Source: Fedeial Resewe Bulletin, 


■> or these, 1,898 banks with $10 8 billion of deposits were sinie banks which were 
members o[ the Federal Rcscivc S)stcm. 


of all commercial banks but hold about 60 percent of all deposits. 
All national banks are recpiiied to be members of the Federal Re- 
serve System; state banks may join, provided they are able to meet 
the standards set up by the Federal Reserve System. All member 
banks are subjected to siipei vision by the Federal Reserve authori- 
ties. Over 50 percent of all commercial banks aie not members of 
the Fedeial Reserve System. They account for less than 15 percent 
of all deposits. All member banks are requu'cd to belong to the 
Federal Deposit Insurance Corpoiation. In addition, many state 
banks are meinlieis of the Federal Deposit Insurance Corporation 
and are subject to regulation by that organization. About 5 percent 
of all commercial banks, holding less than 2 percent of all deposits, 
do not belong to the Federal Deposit Insurance Corporation. 

■ COMMERCIAL BANK STRUCTURE 

One of the most striking characteristics of our com- 
mercial banking system is the large number of banks it contains. 
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At the end of 1951 there were 14,089 commercial I>anks in the 
United States operating 19,242 ofTices, of winch 5,153 were blanches. 
A markedly diilerent situation exists in botli Canada and England. 
Canada has only ten chaiteied banks with over 3,000 blanches; four 
of these banks dominate the field of commercial banking. England 
has thirteen joint-stock banks with local offices serving as branches 
of the central office; five of these banks account for 90 percent of the 
total commercial banking assets and operate some 8,100 offices. In 
the United States single-office banks predominate. On December 31, 
1951, only 1,301 commercial banks opeiatcd more than one office.® 
Yet the banking .system in this country is not homogeneous. It con* 
tained (1) independent unit banks, (2) chain banks, (3) group banks, 
and (4) bianch banks. 

INDEPENDENT UNIT BANK 

An independent unit bank is a corporation which 
opei'ates one office and which is not related to otliei banks through 
either ownership or control by ochei's. The independent unit bank 
has been the financial counterpart of the independent commercial 
or industrial enterprise which for decades has been the dominant 
feature of American economic organization. The bank has its origin 
in the local community’s industry and commerce and in the farming 
population which it serves. Its activities are integrated with the local, 
economic and social organization, fiom which its stockholders, direc- 
tors, and officers are diawii as aie also its principal customers, both 
depositors and bonoweis. It is thus peculiarly close to local activities, 
and its officers are often the chief dispensers of business advice to 
the community. 

The agricultural and rural regions have the largest proportion 
of small, independent unit banks and the urban and industrial 
sections the smallest. Changing economic conditions are, however, 
constantly raising problems for unit banking to solve. In the first 
place, shifts of population and the broadening of market areas with 
the development of good roads have caused the local banker to lose 
the best business of the community to adjacent large centers. Second, 
the giowth of large-scale business has meant a lemoval of the head 
offices of many concerns to industrial centers, while those remaining 
have demanded larger loans tlian the small local bank lias been 
prepared to make. Finally, earnings have been adversely affected 
by relatively higher operating expenses, lower interest rates, and 
greater losses on loans and investments. Throughout the interwar 

sScc Table 9. p. 104. 
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period these problems have been aggravated by agricultural depres- 
sion. 

CHAIN BANKING 

By chain banking we mean any arrangements by 
which three or more separately incorporated banks, each of which 
retains its own identity, capital, and personnel, are brought under 
common control by the use of some device other than a holding 
company. Control in vaiying degi'ees is exeicised chiough ma|ority 
or minority stock ownership, fiscal agency relationships with mem* 
bers, and/or interlocking ofTicersliips or diiectorships. 

The advantages of chain banking are slight. Tlie members, it is 
true, may aid one another by shifting dbout sur])lus funds and 
extensive rediscounting and may coordinate llieir po]icic'.s. Concen- 
tration of reserves, uniform management, and operating economics 
arising from larger-scale purchases of supplies and services may assist 
banks in a banking chain. Whatever its strength, chain hanking is 
counterbalanced by seiious elements of weakness. Many chains liavc 
consisted almost exclusively of small luial banks and liave, theiefnie, 
lacked diversification. Then, too, the heads of many chains have 
been not bankers but piomoters, who would pledge the stock of 
one bank as coliateial for loans inth ivhich they would purrh.ise 
the stock of otlier banks; some have been simply businessmen inter- 
ested in financing then own activities. Finally, lack of adcciitate 
supervision has made the existence of questionable practices dif- 
ficult to detect. The chain members, subject to diffeient supervisory 
authorities, might escape simultaneous examination and thus he able 
to shift assets about, and the persons in control of the entire chain 
would not be supervised at all. 

Wlien compared with the wliolc banking system, banking oflices 
operating within chains are of i datively minor importance as is 
depicted in Table 7. On December 31, 1945, the latest date for which 
data are available, there were 115 chains involving 522 banks ivliich 
accounted for only $4.6 billion of deposits. Chain banking was most 
important in the North Central states. 

GROUP BANKING 

Chain banking is in some respects similar to group 
banking, and the distinction betiveen the two is often difficult to 
detect. In the case of a chain banking system, the control is exercised 
by individuals. A gioiip banking system is une in which the indi- 
vidual banks are owned or controlled (directly or indirectly) by a 
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TABLE 7 


CHAIN BANKING, DECKMBER 31, 1945 


Geogi aphic 
division 

Numbei of 
chains 

Number of 
chain banks 

Deposits of 
chain banks 
(millions of dollars) 

United States 

115 

522 

$4,628 

New England 

3 

11 

$ 127 

Middle Atlantic 

5 

32 

405 

East North Central 

21 

71 

783 

West Noith Central 

46 

232 

1,931 

South Atlantic 

5 

33 

586 

East South Genual 

3 

10 

20 

West South Central 

19 

79 

436 

Mountain 

8 

31 

250 

Pacific 

5 

23 

90 


Source: Fedeial lieseive Bulletin (Apul 1947), p. 405, 


holding company. In some cases the holding company is a bank; in 
others it does not engage directly in banking. 

Group banking seeks to retain the principal advantages of unit 
banking and to combine U'ith tliese the virtues oL branch banking. 
Under the typical plan of operation each constituent bank retains 
its identity and maintains a complete set oE oEHcers and local direc- 
tors. At the same time it enjoys certain technical facilities afforded 
by ceniializcd administration; these tend to broaden the scope oE 
its service, inciease its eainings, and improve its management. The 
central office can devise advertising mateiial and methods of procur- 
ing new business, standardize accounting systems, supply the banks 
in the group with a common purchasing agency, supervise their 
investment portfolios, give expert advice on securities to their cus- 
tomers, and furnish superior ciedit facilities. 

Group banking is subject, nevertheless, to ceitain handicaps. Con- 
trol of the constituents is less direct and flexible than under die 
more economical bianch banking. 'While the failure of one member 
adversely affects all the others, the depositois can look for protection 
only to the single unit. A more serious disadvantage is the difliculty 
of supervision, particulaily since the managements of some holding 
companies have used the groups as vehicles loi manipulation and 
speculation. As in tlie case of chain banking, not all constituents 





COMMERCIAL BANK STRUCTURE 


99 


are examined as one, nor are they all commonly subject to the juris- 
diction of the same supervisor. Foimerly the holding company 
escaped supcivision on the ground that it was not a bank, but Uiis 
situation was paitly remedied by the Ranking Acts of 193.S and 1935. 
The “holding company afliliate” ® is denied the riglit to vote the 
shares of stock of a mcmbei bank which it owns unless it obtains 
a voting permit fiom the Boairl of Goveinois of the Federal Reserve 
System. Not only is the Board granted disci eti on to refuse a peimit, 
but also the holding company must agree to allow examineis to 
visit it, at its expense, at the same time that they examine the 
affiliated banks and to permit them to examine all the banks owned 
or controlled by it. Tlic holding company is fiirthei requiicd to 
submit rejx>rts reej nested by the Board pertaining both to its own 
condition and to that of its cuiistitncnt banks and to pulilisli financial 
statements as requested. 

The holding company’s own operations are lestrictcd too. For 
example, the company cannot act directly or indirectly as an invest- 
ment banker. Since June Ifi, 1938, it lias been required to jiossess 
readily marketable securities equal to 12 percent of its par value 
holdings of bank stock, which it must increase to 25 peitent mu oE 
earnings unless its shareholders are individually liable for its debts; 
in the latter case it is to proceed to build up a 1 2-percent fund from 
earnings. 

If after a hearing the Board revokes a voting permit, it may require 
any or all of the alTihatcd state member I>anks to forfeit their mem- 
bership in the Federal Reseive System. Moreover, state member 
banks must, under penalty of expulsion, obtain from their holding 
company alhliates an agreement subjecting the latter to the condi- 
tions applicable to alTilmtes of national banks. A national bank whose 
affiliate’s voting permit is re\'oked can no longer receive deposits 
of United States government funds oi pay dividends to the holding 
company; the Board in its discretion may even forfeit the charter 
of such a bank. 

Under the present regulations a holding company afliliate is not 
required to obtain a voting permit. If it can dominate the operations 
of the subsidiary bank ^vitliout voting the bank's shares, it can 
escape from submitting to tlie controls which arise from the voting 
permit requirements. In addition, if the holding company controls 

B Defined as owning or controlling directly or indirectly a maiority of the shares 
of a mcmiici Iiank. nr moic than 50 pciccnt of the 8h.ncs voted, in the preceding 
annual election of dircctois, or controlling the election of a majority of the directors, 
or for (he benefit of iviiosc stockholders oi members siil>stanijal]y all the stock of a 
member bank is held by trustees. 
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less than a majority ol the outstanding shares of the bank and less 
than 50 peicent ot the shares voted for the election of directois at 
the last election, U is not a holding company affiliate. It does not, 
therefore, have to obtain a voting peiniit to enable it to cast its votes 
at the stockholders’ meeting. The Board of GoNernots ol the Federal 
Reserve System has repeatedly asked foi passage of legislation which 
will improve its contiols over holding company banking, SpcciHcally, 
it has requested chat holding company opeiacioiis be placed under 
the same legulatlon as are banks. Moieover, it has urged that the 
term “holding company afTiliate" be redefined to meet the needs for 
adequate control. 

The Board has taken direct action against holding company bank- 
ing. It reqniiecl, as a condition of membership in the Federal Re- 
seive System, that no |>art of the stock of a bank requesting member- 
ship should be acquired by the Transaineiica Corpoiatioii without 
permission of the Boaid. In 1948-1949 it required the Transanierica 
Corpoiation to appear bciore it to ansiver chaiges of violating the 
Clayton Antitrust Act, which prohibits holding companies that tend 
to restrain competition or to create monopolies, and in March 1952 
handed down an adverse finding. 

There has been a marked decline in group banking since 1931. 
As is seen in Table 8, there were thirty-three groups, consisting of 

TABLE 8 


GROUP BANKING, DECEMBER 31, 1945 


Geographic 

distribution 

Number of 
groups 

Number of 
group banks 

Deposits of 
group banks 
(millions of dollars) 

United States 

33 

387 

$18,142 

New England 

4 

31 

$ 2,301 

Middle Atlantic 

6 

45 

2.589 

East North Central 

3 

32 

1,144 

West North Central 

6 

138 

2,402 

South Atlantic 

5 

41 

1,270 

East South Central 

2 

18 

451 

West South Central 

3 

11 

772 

Mountain 

2 

35 

850 

Pacific 

2 

36 



Source: Federal Reserve Bulletin (April 1947), p. 462. 
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387 banks which held about §18 billion in deposits on December 1, 
19 ^ 5 . 

BRANCH BANKING 

A single bank corporation, having one gioiip of di- 
rectors and one charter, that directly owns and opciates two or more 
banking offices, is referred to as a bianch bank. Each local office is 
supervised by a manager appointed by the officeis of the bank. Both 
within and without the banking comniunity, sharp differences of 
opinion are expressed on tlic question of brancli banking. 

The advocates of branch banking stress the following virtues of 
this system. Branch banking provides greater strength and stability 
than unit banking for several reasons. First, it facilitates diversilica- 
tion of activities, jjarticularly if tire geographic area covered by a 
set ol branches is siiiriciently widespicad. By thus avci aging lisks it 
reduces them and miniini/es danger of failure. Second, it laisea 
banking standards. The bank can hire a competent managerial force, 
capable of uiideistanding and handling technical problems and of 
providing broad-gauged judgment in the operation of the institu- 
tion, Although the trained manager oL the local branch will have 
less intimate knorvlcdge of rommunity conditions and will spend 
only a limited time at the biancii, he u’ill l>c able objectively to 
appraise local credit conditions and to leler to the head office deci- 
sions regarding large loans. The bank, too, will be in a position 
to contml I’elative credit expansion in different sections. Thus, de- 
velopment in certain sections may be less rapid than under unit 
banking, but it will pioceed along a steadiei path. Third, the con- 
centration of financial resoiiices makes possible more rapid mobiliza- 
tion of resources in times of emergency and more effective seasonal 
movement of funds. Branch banking does not, as some contend, draw 
funds away from the local community to distant Bnancial centers, 
but it can bring rates of inteiest in different sections into gi'cater 
conformity. Finally, branch banking makes complete banking serv- 
ices available to the smallest communities. Some branches may, if 
necessary, operate at a loss, although it is generally true that over- 
head expenses at branches are smaller than at unit banks. The cost 
of rendering banking service is correspondingly reduced by the 
branch system, so that the profits of banks may be increased to an 
adequate figure and tlie strain of inadequate profits, wliich weakened 
all too many small country banks prior to 1930 may be obviated. 

The services that branch banking makes available to the commu- 
nity depend in large part upon its scope. Local branch banking, with 
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the branches confined to the community in ivhich the head oflice 
is situated^ provides greater convenience to the public and whatever 
safety and lowered costs that are attributable to an increase in sue. 
Branch banking on a national scale, which may be in many respects 
the most advantageous arrangement, is less practicable for the United 
States than for smaller countries like England, France, or Geimany. 
Many proposals have been put fortvard for the spread of branch 
banking over a limited territory, to restrict branches either to the 
state, the trade area, or ivithin tJie Federal Resei vc district in tvhidi 
the bank is located. 

The arguments against branch banking may be summarized as 
follows: Independent unit banks will know the needs of their com- 
munity and can meet these needs on a more personal basis. Incom- 
petently managed large banks, if they do fail, may bring widespread 
disaster and even impel il the credit of an entire nation. In this 
connection one may recall the collapse of two of the “Big Foui” 
Italian banks in 1921 and the Detroit difficulties that led to the 
Michigan banking moiatoiiiim which was a leading factor in bring- 
ing about the national banking holiday in 1933. Moreover, proper 
examination of banks with branches may be more difficult than in 
the case of unit banks. Perhajrs the chief argument against branch 
banking is the jxrssibility of monopoly arising in the banking field. 
This point is dearly stated by the Federal Deposit Insurance Cor- 
poration as follows: * 

The business of lending money is well suited to private initiative and 
is best perfoimed under competitive conditions. Monopoly in banking 
is a threat to American traditions, both because it limits the oppoi tuni- 
ties to engage in the business ot banking, and because it provides an 
opportunity for favoritism in tlie extension of credit which may foster 
monopolies in other industries. The growing tendencies toward monop- 
oly in the banking business are serious, and prompt action siiould be 
taken to curb them. Monopolistic practices in the banking system have 
contributed to the growing demand for credit agencies operated by the 
Federal Government. The Corpoiation believes tliat the maintenance 
of genuine competition among banks is a much better solution to this 
piYiblein than the fuither extension of governmental lending activities. 

A partial monopoly which develops when one bank obtains a dispro- 
portionate percentage of the total banking resources of an area may have 
a serious effect on the economic life of the district. Another monopolistic 
tendency which has aroused customer discontent is tlie agreement among 
banks, in some areas, to fix charges and limit services. Bankers can do 
much to improve this situation by making active efforts to fit their 

* Annual Report of the Federal Deposit Insurance Corporation (1944), pp. 10-11. 
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services to the needs of the public rather than by relying upon restrictive 
agreements foi pioBts. 

i’arciai inoiiopulies over laigc aieas may develop both by means of 
branch banking and, thiough the holding company device. The Corpora- 
tion recommends that such branch banking as is permitted by the laws 
of the respective States be stiictly regulated so that no bank will contiol 
a disproportionate percentage of the total banking resources or offices 
of an area. Holding companies not only tend to become monopolistic, 
but increase the problem of supervision. The ease with which assets may 
be tiansfericd from one affiliated corporate unit to another and the 
possibility of the manipulation of the accounts of these enterprises make 
adequate examination of affiliated bunks and the appraisal of their con- 
dition and capital position extremely difficult. The Corporation recom- 
mends that Congress enact legislation which will prohibit the future 
creation of holding companies and which will requite the liquidation 
of existing holding companies after allowing a reasonable time for 
orderly distribution to their own stockholders of the bank stock which 
they now hold. The Coipoiution believes chat such legislation is dis- 
tinctly preferable to the enactment of further regulatory laws in the 
bank holding company held. 

Meanwhile, the argument over the relative merits of independent 
unit banks and branch banking continues. The narrow legal pre- 
scriptions on branch banking have been relaxed over the years. Some 
state laws flatly prohibit branch banking: others permit state-wide 
branches; still others permit branches, but only within the main 
office city, the main office county, or some other area smaller than 
the state. 

In the United States branc\i banking prevailed until the Civil 
War. The First and Second Banks of the United States were branch 
banking systems. Branch banking ivas not specifically autliorized by 
the National Bank Act of 1863, and for many years it was virtually 
nonexistent in this country, although it was permitted under some 
state laws. The modern era of branch banking in the United States 
dates from the enactment in 1909 ot California's law permitting 
banks to establish multiple offices. Amendments to the Federal 
Reserve Act have liberalized federal legislation relative to branch 
banking. 

Federal law now permits national banks to establish branches in 
states where branch banking is expressly permitted. The following 
limitations apply: 

1, Approval of the Comptroller of Currency must be obtained. 

2. The geographical range over which branches may be estab- 
lished is subject to the same limitations as are state banks. 
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Wherever state banks are limited to city- or county-wide 
branches, national banks are similarly limited. 

3, No national bank may establish a branch outside its home city 
unless the aggregate capital of parent and branches equals the 
minimum required capital for setting up a national bank at 
the location of each banking office, and must have the capital 
stock lequired by state law in like circumstances. 

4. Seasonal agencies (to receive deposits and cash checks) may be 
established in resort communities within the county in which 
the main office is located (ivhere the state laiv allows at least 
county-wide branch banking) ivithout incurring any capital re^ 
quirements if the place is not served by any other bank. 

5. State member banks may establish new branches in the same 
manner and under the same terms as those described for na- 
tional banks except chat permission must be obtained from the 
Board of Governors of the Federal Reserve System. 

6, Insured nonmember banks may not establish or move a branch 
without the consent of the Federal Deposit Insurance Cor- 
poration. 

The relaxation of both federal and state legislation on branch 
banking is reflected in the gi’owth of branch banking in this country 
(Table 9). About 10 percent of all the coinmeicial banks operated 

TABLE 9 

BRANCH BANKING IN THE UNITED STATES IN SELECTED YEARS 


Year 


Number of 
commercial 
banks 
operating 
branches 


Total number of branches 
Total National State 


Location of 
branches 

Home Outside 
city home 

office city 


87 

119 

5 

114 

25 

94 

292 

548 

12 

536 

271 

277 

5S0 

1,281 

63 

1,218 

773 

508 

751 

3,522 

1,042 

2.480 

2,391 

1,131 

954 

3,525 

1,539 

1,986 

1,602 

1,923 

1,291 

4,843 

2,250 

2.613 

2,035 

2,808 

1,361 

5,153 

2,370 

2,783 

2,173 

2,980 


Source: Banking and Monetaty Statisticsj Federal Reserve Bulletin (May 
1951, May 1952). 
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branches at the end of 1951; these banks and their offices accounted 
^r about one third of all the commercial banking offices in the 
country. The proportion of commercial bank deposits held by 
branch banking systems was slightly over one half of all the com- 
mercial bank deposits in this country on June 30, 1949, the latest 
date for which information is available. 

■ BANK CONSOLIDATION 

Although there are thousands of banks in the United 
States, a relatively small number do a large fraction of the hanking 
business transacted. The principal method by which the concentra- 
tion of hanking rcsoiirccs is effected is the consolidation (merger) 
of existing banking institutions. 

The bank merger movement lias been much slower in developing 
in the United States than in foreign countries. In Great Britain, for 
example, the 554 private banks with 681 branches that opei'ated 
in 1825 had dwindled to only 2 private banks ^vith 2 branches and 
13 joint-stock Ijanks with 8,081 branches in 1924. The bank merger 
movement did not gain momentum in the United States until the 
1 920*5. The combined result of bank mergers and suspensions was 
a reduction of over 50 percent in the number of banks in this coun- 
try between 1920 and 1951. Over this same period the total resources 
of all banks more than trebled with the result that the average size 
per bank in the United States was six times as great in 1951 as in 
1920. 

A variety of factors account for the consolidation movement in 
American banking. First, the movement toward branch banking led 
to bank mergers in which the merged bank became a branch of the 
multiple-office banking system conducted by a single bank corpora- 
tion. Secondly, and particularly during the depression, stronger 
banks often took over weaker ones in order to prevent the absorbed 
bank from failing. Third, acquisition of other banks is often a 
convenient and speedy ^vay for a bank to acquire other lines of 
business (as for example, trust business). Fourth, rivalry among 
bankers for size, power, and prestige sometimes sen’es as motivation 
for mergers. Finally, bank mergers have been consummated in order 
to increase a bank’s capitalization and deposits, thereby enabling 
the institution to furnish more adequate service to its customers. 
The gro^vtli in the size of business enterprises increased tlie credit 
needs of these firms. Since the maximum unsecured loan to one 
Iiorrower is limited to 10 peicent of a bank’s capital and surplus, an 
increase in the bank’s capital base permits a larger maximum loan 
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limit. The increased resources of the merged bank enable it to grant 
the larger loans made permissible by the increased capitalization. . 

■ BANK FAILURES" 

One outstanding characteristic of United States com* 
mercial banking is its high failure rate. In fact, the failure rate 
among commercial banks in this countiy by far exceeds that of any 
other important commercial banking system in the tvorld. As is 
evident from Figure 6, prior to 1921 the bank failure rate was loiver 
than the commercial failure rate, but thereafter, through 1933, the 
reverse was true. During the 192M930 period the commercial failure 
rate was about the same as the rate prev'ailing during 1893-1913, 
whereas the bank failure rate increased threefold and moved up 
even more rapidly between 1930-1933. Since 1934 the bank failure 
rate has been below that for commercial failures. 

More extensive data depicting the epidemic of bank suspensions 
are available for the ijeriod following 1920. As shown in Table 10, 

TABLE 10 

number and amount of deposits of suspended banks, 

1921-19.51 


Year 

Number 

Deposits 
(000 omitted) 

1921-1929 

5,411 

$1,623,000 

1930-1933 

9,096 

6,880,214 

1934-1942 

330 

137,362 

1943-1951 

14 

11,969 


Source: Federal Reserve Bulletin. 

aSlranRCly enough, the term “bank failuic” deRpItc its wide use defies precise 
definition. Official data on bank susnensions, for instance, covet all banks closctl to 
the public by the supervisory authorities or by the banks’ boards of directors on 
account ol financial difficulties, even if the same banks reopen subscquciitly. They 
do not, houevm, include banks closed oniy fliirlng a special Jioliday declared by avJ] 
aiuhorliics, or institutions which, without actually dosing, otuain agreements from 
dcijositors to waive oi defer the witlitliaival of .i portion of Ihclr dcimsits Motwvcr, 
the figures understate the aaual number of “dlflicnUics'* liy excluding cases in which 
capital is subset ibed by interested parties or m which banks arc merged or the assets 
sold to another going institution svilhout foitnui suspension. The Reconstruction 
Finance Corporation was a potent factor in keeping banks open in 19S2. and the 
arbitrary rules for the evaluation of bank investments prevalent at that time served 
the same purpose. 


FIGURE 6 

FAILURES IN BANKING AND BUSINESS, 1867-1951 
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more than 14,000 bank failures occurred between 1921 and 1933; 
Lire total amount of deposits frozen for varying periods in these 
banks amounted to over $8 billion. Losses to depositors in banks 
suspended during these years are estimated in excess of §2 billion. 
Stockholders not only lost all or a large part of their investment, 
but in addition often paid voluntary assessments in an effort to keep 
their bank going. 

Examination of the data on bank suspensions enables us to draw 
the following conclusions regarding the classes of banks that failed. 

1. The banks which suspended operations were predominantly 
small institutions. Over half the number of such banks had a 
capita] of $25,000 or less. It is also apparent from Table 11 
that more banks ivith small capital suspended operations than 
banks with larger resources. 

2. The banks which failed ^vere located chiefly in small toivns. 
Since, with the exception of banks in outlying districts of big 
cities, the small banks are located in the smaller towns and 
cities and since the failure rate is higher for small banks, it 
may be concluded that bank suspensions have been more fre- 
quent in small towns. One thiM of the bank failures from 
1921-1936 occuri'ed in places with less than 500 inhabitants. 
Table 1 1 shows furtlier that the proportion of failures is higher 
for banks in small communities than for those located in larger 
toivns and cities. 

3. Banks which were not members of the Federal Reserve System 
suffered the heaviest mortality. Dining tlie period 1921-1936 
the 2,719 national batik failures meant that 33.9 per 100 na- 
tional banks active on June 30, 1920, suspended operations; 
this percentage is to be compared with 43.1 for the 592 sus- 
pended member state banks of tlie Federal Reserve System and 
with 56.6 for the 11,033 suspended nonmembers. Indeed, it was 
the small state banks ineligible to join the Federal Reserve 
System which accounted for one third to one half the total 
number of suspensions. 

4. The suspensions occurred largely in certain sections of the 
country. It will be observed from Table 12 that during the 
1920*5 the decimation of banks was heavier in agricultuial states 
of the midurest and southeast and the Rocky Mountain states, 
whereas after 1929 the northeastern states, hitherto immune, 
were also affected. 

Why have commercial bank failures been so common in this 
country? The foregoing analysis suggests a number of explanations. 
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TABLE 12 

NUMBER OF SUSPENDED BANKS, 1921-1936, BY REGIONS 


Geographic division 


Average 
number of 
active banks 
1921-1936 


Annual rate of suspensions 
per 100 active banks 

1921- 1936 WTOSS 


New England 

659 

1.3 

02 

5.1 

Middle Atlantic 

2,714 

1.7 

0.2 


East North Central 

4,800 

8.8 

0.8 


West North Central 

6,505 

5.1 

3.5 


South Atlantic 

2,411 

4.9 

3.6 


East South Central 

1,620 

2.9 

1.2 

9.3 

W^est South Central 

2.567 

S.3 

2.3 


Mountain 

984 

5.3 

4.9 



1.032 

23.292 

3.9 

JU 

2.2 



Source: Federal Reserve Rullelin (1937)i p. 887. 


1. Whatever else may be the relative merits of unit and branch 
banking systems, the evidence supports the contention that 
unit banking is not well equipped to withstand adversity. The 
shortcomings of unit banks—lack of diversification of activity, 
narrow approach to basic problems, frequently resources and 
earnings inadequate to support competent banking manage- 
ment, and excessive competition— all explain the high failure 
rate among tliese kinds of banks. The multiplicity of units has 
caused certain sections to be "overbanked, " and interestingly 
enough, the areas of greatest density of banks per capita coin- 
cided with the areas where failures were proportionately high- 
est. Since the epidemic of failures, there have been numerous 
bankless towns and even bankless counties so that the pendu- 
lum would seem to have swung far in the opposite direction 
in certain sections. 

2. Another explanation of bank suspensions may well be poor 
banking and inadequate governing legislation and supervision. 
Prior to 1920 the closings of banks wei*e attributed to such 
isolated situations as defalcations rather than to any underlying 
weakness. The Comptroller of the Currency has held, however, 
that in half of the national bank failures in which dishonesty 
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was a factor the inanagenicnt was incompetent as well. Legis- 
lation and supervision have been largely competitive, and too 
often the dominant tendency has been to favor special interests, 
such as agriculture. The record seems to indicate cleaily that 
legislation and supervision cannot substitute lor ability, con- 
servatism, and a sense of stewardship. 

3. A third explanation of the high failure rate among American 
banks is the recurrence of depressions in economic activity in 
our country. Throughout the 1920’s agriculture continued to 
be depressed and the renewed collapse of agricultural prices 
in 1929-1930, aggravated by severe drought, accelerated the 
pace of bank failures in the early 1930’s. This explanation is 
at best partial, however, for we must remember also that ably 
managed banks did not fail, even in the most stricken agricul- 
tural areas, and that dining the 19.30’s failures spread to the 
industrial regions. Bank failures and depressions are mutually 
aggravating. Depressions tend to cause bank iailures, and in 
turn, bank failures tend to depress economic activity. 

Bank failures are considered more dangerous and undesirable than 
failures of other kinds of business firms for a number of cogent 
reasons. In the first place, widespread bank failures reduce the 
moneyness of checking deposits. Moreover, a bank failure, at least 
temporarily, freezes a portion of tlie nation’s money supply, thus 
pieventing peo])le from using these deposits to purchase the jiroducts 
turned out by our economy. A decline in spending may bring on a 
depression and ivill, in any case, aggravate one already present. The 
failure of one bank may high ten depositors in other banks who in 
attempting to withdrew theijr deposits will cause widespread bank 
failures. Withdraivals of deposits from banks will decrease bank 
reserves and lead to credit lestiictions by the banks which may upset 
economic activity. Finally, bank failures may bring on pessimism 
in the business community, thus initiating a depression or aggravat- 
ing one already in existence, In an attempt to minimize, or better 
still, avoid bank failures oui country has surrounded bank opera- 
tions ^vith a maze of regulations unmatched in any of the otlier 
leading commercial nations. 

■ BANK OPERATION AND PUBLIC REGULATION 

Although the majority of commercial banks in the 
United States are organized as private, independent business units, 
virtually every phase of their operation is in some way affected by 
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governmental regulation or contiol. These controls fall into two 
broad categories. On the one hand, there exists a framework of 
statutory rules and regulatory agencies designed to ensure that each 
individual bank conforms to accepted standards of financial sound- 
ness. Toward this end banks aie required by law to submit bank 
statements to the supervisory body oi bodies under whose jurisdic- 
tion they fall. In addition, supervisoiy bodies make periodic exam- 
inations of banks and have the power to penalize those banks which 
do not comply ivith the standards of perlormance required of them. 

The second, and grooving, set of controls is concerned ivith the 
problem of the soundness, not of the individual bank per se, but 
of the commercial banking system as a ivhole. These controls have 
arisen because the history of banking has shown that the controls 
provided by the /i»:st set of regulatory devices do not, in themselves, 
provide adequate safeguards. Circumstances liave arisen under ivhich 
banks which \voiild normally conform to the highest standards re- 
quired by the specific controls are unable to withstand the forces 
generated by the monetary and economic system as a whole. These 
hnancial panics, as they are sometimes called, and the protiacted 
“rims” on banks, wliicli arc both the cause and the effect of the 
panics, arise from over-all forces and have a nation-ivide impact on 
banks. Therefore, their prevention requires general rather than 
specific safeguards. This asj^ect of the control problem will be dis- 
cussed at length in the section of the book which deals with central 
banking. 

We shall return at this point to the more limited, but nonetheless 
important, aspects of regulation designed to maintain sound prac- 
tices on the part of each individual banking unit within the system. 
Tlie justification for such extensive regulation of banks was ex- 
plained by the Boat'd of Governors of tlie Federal Reserve System 
in die following terms: • 

Banking is a business vested with a public interest. The current financial 
needs of commerce, industry, and agiiculture are met largely tlirougli 
the individual actions of the 15,000 sepaiate banks in operation in this 
country. TJie volume of dieir loans and inxestments has a diiect relation- 
ship to the volume of business activity, and the deposits created by these 
loans and investments, as they pass from hand to hand, are the medium 
through which the bulk of the nation’s payments are made. 

Successful operation of our banking institutions is, therefore, necessaiy 
to the orderly functioning of the nation’s business. It is not merely the 

Annual Report of the Doaid of Governors of the Federal Reserve S)'atcm (19S8), 
pp. 1-2. 
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concern of those who have invested their money in the banking business, 
nor merely of tliosc who have entrusted their deposits to the banks. It is 
also a mattei of public concern, Ijotb because of the importance of safe- 
guaiding deposits and because of the part that the banks play in main- 
taining the Jlou of goods and services through the channels of pi oduction 
and distiibution, from the farm, the forest, and the mine to the ultimate 
consiimei. Interference svith the orderly functioning of banks, whether 
through bank failures or otheiwise, results in the elimination of an 
habitual source of financial assistance on which the banks' customers 
have relied, and in the loss or tying up of deposits belonging to the 
depositors who have made their business and personal plans in the 
assurance that they have this money at their disposal. The degree of 
eagerness of banks to extend ciedit and their ability to do so have an 
important influence on the course o£ business, because these factors 
result in an expansion or a contraction of loans and Investments, and 
in changes in the volume of deposits, which aic the country’s principal 
medium of exchange. 

Thus, the laws that regulate banking and the regulatory and 
supervisory bodies tliat examine banks and enforce compliance piny 
an important role in bank management. In the relevant places in 
this text we cal] attention to tliese laws and rulings as they apply 
to the specific banking operation under study. 

It is important to stop at this point to puzzle over the fact that 
despite the maze of laws and regulations that affect bank operations 
in the United States our economic history has been plagued by 
extensive bank failures. One very likely explanation of this paradox 
is the fact chat competition between federal and state governments 
in chartering banks has led to relaxation of sound banking prac- 
tices in this country. Activities in the charteiing, supervision, and 
examination of commeicial banks are divided among tliree federal 
agencies with overlapping jurisdiction— the Comptroller of the Cur- 
rency, the Federal Reserve, and the Fedeial Deposit Insurance 
Corporation— and forty-eight state supervisory authorities. Under 
present arrangements only a small number of federal banking laws 
and regulations apply to all banks regardless of their classification 
(see Table 13). Most of these laws and regulations become effective 
only if a bank voluntarily elects to submit itself to them. So long 
as it is possible for a bank to shop around to escape from what it 
considers rigid federal regulation, it will be difficult to obtain satis- 
factory standards of bank regulation in tliis country. 



TABLE 13 


SOME OF THE PRINCIPAL PROVISIONS OF FEDERAL STATUTES 
REGULATING THE PRINCIPAL CLASSES OF BANKS’ 


I, A]3plicable only to national banks: 

1. Rcstiictions on leal estate loam. 

2. Regulations governing the exercise of trust powers, 

3. Restiictions on acting as insurance agent. 

4. llcsti ictiotjs on acting as real estate loan broker. 

5. Requirement that one tenth of earnings be transferred to surplus 
until suqjius equals common capital. 

6. Prohibition against holding other real estate for more than 5 
years. 

7. Restrictions on absorption of another bank, 

8. Limitations on indebtedness whicli bank may incur. 

II, Applicable only to national banks and to state banks that are mem* 

bcrs of the Federal Reserve: 

1. Limitations on total loans to one borioivcr. (State member bank 
loans to one boiToiver are not subject to the limitations appli- 
cable to national banks, but Joans iii excess o£ the limits appli- 
cable to national banks aie not discountable at the Federal 
Reserve.) 

2. Regulations governing purchase of investment secuiities. 

3. Prohibition against purchasing stocks. 

4. Prohibition against engaging in underwriting of investment se- 
curities and stocks. 

3. Restrictions on loans to executive officers. 

6. Restrictions on dealing with directors. 

7. Restrictions on interlocking directoi-aces or othei* interlocking 
relations with other banks and with securities companies. 

8. Prohibition against bank having less than 5 or more than 25 
directors. 

9. Provision authorizing supeivisory authority to remove officeis 
and cUrectors for continued violations of law or continued unsafe 
or unsound practices. 

10. Prohibition against affiliation witli securities company. 

11. Restriction on holding companies affiliates. 

12. Restrictions on bank stock representing stock of other corpora- 
tions. 

IS. Limitations on loans to affiliates. 

14, Requirements of reports of affiliates and publication thereof, 

15. Requirements for examination of affiliates. 

IG, Limitations on investment in bank premises. 

T Congress of the tinlicd Slates, Joint Coininittcc on the Economic Report, Report 
of the Sulicommittcc on Monetary, Credit, and Fiscal Policies, Monelaryt Credit and 
Fiscal Policies, 81sc Cong.. 2d Scss., Senate Document No. 150 (Wasliington, 1050), 
pp. 88-S9, inociiGcd by the authom. 



17. Minimum capital requirements. 

IS. Minimum capital icqiiirements for branches. 

19. Prohibitions against loaning on or puichasing own stock. 

20. Kestrictions on withdrawal of capital and pajment of unearned 
dividends. 

21. Requirement that reserves s|>cci/ied in the Federal Reserve Act 
be maintained. 

22. Requirement for specific number of condition re|x»rts annually 
and for publication thereof. 

23. Requirements in connection irith the par clearance collection 
system. 

24. Prohibition against false certifirntion of checks. 

25. Limitations on acceptance poweis. 

26. Prohibition against acting as agent for non banking institutions 
in making loans to brokers and dealers m secuuties. 

27. Limitations on loans to one boirowcr on stocks or bomls. 

28. Limitations on aggregate loans to all borrowcis on stocks or 
bonds. 

29. Limitations on deposits with nonmeinbcr banks. 

III. Apj3licable to national banksj state member banks, and noiimember 

banks insuiiiig their deposits with die FDIC: 

1. Requirement for apjiroval of establishment of launches. 

2. Restriction on consoUcUiting or merging with noninsuied l>ank, 
assuming liability for such bank's deposits, or tiansferiing assets 
to such bank Eoi assumption of deposits. 

3. Restrictions on payment of interest on deposits. 

4. Restriction on paying time deposits before maturity or waiving 
notice before payment of savings dG]>osits. 

5. Prohibition against payment of dividends while delinquent on 
deposit insurance assessment. 

6. Prohibitions against loans or gratuities to bank eKaminers. 

7. Provision authoricing supervisory authority to publish examina- 
tion report if bank does not follow lecomniendations based 
thereon. 

8. Provision authorizing supervisory authority to require that banks 
provide protection and indemnity against bui^lar, defalcation, 
and similar insurable losses. 

IV. Applicable to all banks: 

1. Provisions regulating loans for the purpose of purchasing or 
carrying seairities registered on national securities exchanges. 

2. Provisions regulating consumer credit.* 

3, Provisions regulating real estate credit on new home construc- 
tion.* 

4, Laws granting certain tax advantages in connection witli tlie 
operation of a common mist fund if operated in conformity 
with regulations of tlie Board of Governors. 


* Temporary legislation. 
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QUESTIONS AND PROBIEMS 

1. After conference with your local commercial banker, list the compara- 
tive advantages and disadvantages of: 

a. A national charter lor a bank. 

b. A state chatter for a bank. 

2. a. If you were organizing a new local commercial bank, what would 

be the basis on which you select directors? 
b. In appiOHchJng these individuals, what reivard could you offer them 
for serving? 

3. To what general factors do you attribute the growing concentration 
of banking that has occurred in the United States? 

i. a. Distinguish between group and chain banking. 

b. IVhat is a bank “holding comjxmy affiliate”? Explain the problems 
arising in connection with their regulation. After referring to the 
Match 1950 issue of the Federal Reserve Bulletin, analyze the Board 
of Governors’ proposals for remedial legislation. 

c. By reference to appropriate issues of the Federal Reserve Bulletin 
(see annual index found in the back of the December issue of each 
year’s Fedeial Reserve Bulleliv) tiace the developments in the rela- 
tions of the Board of Governors with the Transamerica Corpora- 
tion. 

5. a. Explain the different rates of growth in Table 9 in the establish- 

ment of national and state bank brandies and in the establishment 
of home city and outside branches. 

b. By reference to appropriate issues of the Federal Reserve Bulletin 
trace the changing status of branch banking under the McFadden 
Act of 1927, the Banking Act of 1933, and the Banking Act of 193.5. 

6. a. In what ways did the technique employed in 1933 in handling 

banks which were m difficulties differ from that previously em- 
ployed? Why was it used? 

b, J. H. Williams stated in 1933 that "our chief need is not reform 
of the Fedeial Reserve System but the much more fundamental 
reform of our commercial banking structure, oi gani/ation and 
practice.” {American Economic Review, Suppleme7it, 1933, p. 104.) 
Prepare a list of improvements that you think might aid in pi event- 
ing bank failures. 
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nieicantile debts by book entry. In addition to the public banks, 
theie arose piivate banking houses, wliich, like their (ounteipaits 
ill Roman times, weie engaged in money clianging, foreign exchange 
operations, money lending, as well as in negotiating state loans, tax 
collections, and stockjobbing. 

In England similar developments took place in Elizabethan times. 
The goldsmiths attained prominence in the banking held after 
1640, when Charles I seized deposits of bullion amounting to some 
£130,000 which were at that time held in the Towei ol London by 
English merchants. Thereafter the merchants, looking elsewhere lor 
a safe depositoiy, came to place their funds i\iLh the goldsmiths. 

It did not take tlic goldsmiths long to discovci that although these 
deposits were payable on demand, they were not all ^vithdrawn 
togetlier. They l>egan to lend funds cntiusted to their care and to 
earn inteiest on these funds. Maying succcsslully discovered that 
only a .small reserve in cash needed to be maintained and that the 
rest of the funds could be lent out to earn income, the goldsmitiis 
competed for deposits. This led to the piattice of paying interest 
on deposits. Ultimately the loan and deposit business superseded 
the smiths' earlier activities as bullion dealers aird craftsmen. 

Along with this development merchants began to make payments, 
not by withdrawing bullion which they owned on deposit, but by 
writing an order directing the goldsmith to pay a specified amount 
to a designated party. These orders are the jarototype of the modern 
check. Alternatively, mei'chants could effectuate jrayments by the 
use of receipt notes given them by the goldsmith at the tune the> 
made the original deposit of gold. These goldsmith "notes” repiesent 
tire earliest form of the bank note. After the Restoration the gold- 
smith bankers began to approximate the present tecliniqiic of mak- 
ing loans by lending in tire light of anticipated receipts and with- 
drawals; in making loans they issued notes and crc’dited deposit ^ 
accounts as their judgment dictated, without having previously 
received bullion on deposit. Tire unprecedented growth of industry 
and trade in the nineteenth century brought with it an unprece- 
dented demand for credit— and it was this period which saw the 
full development of commercial banking as rve know it today. 

■ THE SIGNIFICANCE OF COMMERCIAL BANKING 

The diverse origins of commercial banking are re- 
flected today in the large number of functions which commercial 
banks perform. Many of these functions are similar to activities 
performed by other financial institutions existing in the modern 
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economy. Like savings banks and the postal savings system, com- 
mercial banks are clej^osuories of time or savings clc]3osits on ivhicli 
interest is paid; like the post ofiice and the American Express Com 
pany they sell traveler’s checks; like savings and loan associations, 
savings banks, and life insuiancc companies, they extend mortgage 
credit. In their lending activities commercial banks compete with 
such hnancial institutions as commercial finance companies, sales 
finance companies, and factors ^vhich provide individuals and busi- 
ness firms ivith funds. Moreovei, in buying securities commercial 
banks engage m investing operations similar to those of insurance 
companies, savings banks, trust companies, and others. 

But in one respect commercial banks are unique. The feature 
which distingiiisiies commercial banks from otlier iinancial institu- 
. tions is then ability to provide the community with money in the 
; form of deposits subject to withdrawal by check. ^Ve have seen 
earlier that the stock of money consists of currency plus demand 
deposits on the books oC the commercial banks. The largest segment 
of our money stock consists not ot curicncy but of the demand 
deposit accounts with the commeicial banks against whicli the 
owners of the accounts can issue checks. Payments by means of checks 
accounted in 1951 for over 90 percent of all payments made in this 
country. Thus tlie answer to the question of what determines the 
volume of cm total money stock lies largely in the explanation of 
those facton which determine the total volume of checking accounts 
in existence, It is because the banking system can and does add to 
or subtract from the stock of money available to the community 
that so much attention is devoted to its opeiations as contrasted 
ivith those of other financial institutions. We shall devote the re- 
maindei of this chapter to a detailed examination of how the activi- 
ties of the banks result in the creation and destruction of demand 
" deposits. 

■ BANKING SYSTEM WITH A SINGLE BANK 

In order to clarify tlie nature of commercial bank 
operations, we shall assume there is only one bank in the country. 
We sliall then tiacc the effects of the hank's operations as they are 
reflected in changes in that bank's balance sheets. Later a greater 
measure of reality will be introduced by dealing with a banking 
system consisting not of one bank but of a large number of banks. 
We may anticipate this later discussion by stating categoiically that 
the deposit-creating power of a banking system consisting of one 
bank, 01 thousands of banks, will be the same. 
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A group of citizens get together and decide to organize a bank. 
After the organizers go tin o ugh the legal formalities, the banking 
authorities issue a charter to the A li C Bank which becomes a 
niembei' of the Federal Reseive System. The bank sells 31 million 
of capital stock at par irhicb the public puichascs by pnying cur- 
reiicy. The bank uses S 200, 000 to purchase a building and equip- 
ment and is now open lor business. Balance Sheet 1 portrays its 
condition at the time of opening. 



BALANCE .sheet 1 

Assets 


fMibi bites and Capital Account 

Cash 

$ 800,000 

Building and equipment 

200,000 

Capital stock $1,000,000 


$1,000,000 

$1,000,000 


DSPOSiT Of CASH AND LEGAL RESERVE REQUIREMENTS 

Some of the community’s citizens deposit $200,000 
of cunency in order to obtain the comenience of being able to 
make payments by drawing checks against their deinancl deposits 
uith tlie bank. The bank has an added $200,000 in casli, and liabili- 
ties in the toim of demand deposits owned by the public have also 
been added by a like amount. The supply oi ciniency outside the 
banks has fallen by $200,000, but the supply of demand deposits 
has increased by $200,000. The total supply of money has remained 
constant. 

As a member of the Federal Reserve System, the bank is required 
by law to maintain a reserve against its own demand deposits with 
tlie Federal Reserve bank in its district. For illustrative purposes 
wc shall assume the reseive requirement is 20 percent of demand 
deposits. Since the bank has deposits of $200,000, it must deposit 
pait of its casli--$40, 000— with the Federal Reserve bank to meet 
this legal reserve requirement. Balance Sheet 2 shows its condition 
upon completion of this transaction. 


BALANCE SHEET 2 


Assets 

Cash $ 960,000 

Deposits with Federal 
Reserve bank 40,000 

Building and equipment 200,000 


Liabilities and Capital Account 
Demand deposits $ 200,000 

Capital stock 1,000,000 


$1,200,000 


$ 1 , 200,000 
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BANK LOANS 

Business firms in the community wish to take advan- 
tage of the lending facilities offered by the bank. They ask the bank 
to lend a total ol SI million. In retum lor a deposit credit on the 
books of the bank, the bonoweis offer the bank their own promis- 
soiy notes. Since the bank's deposits have been increased from $200,- 
000 to $1,200,000 as a result of the loans, its reserve requirements 
(20 percent of deposits) have increased fioin $40,000 to $240,000. 
The bank transfers $200,000 in casli to its reserve account ivitli the 
Reserve bank. After this transfer Balance Sheet 3 appeals as follows: 

balance sheet 3 


Assets Liabilities and Capital Account 


Cash 

$ 760,000 

Demand deposits 


Deposits with Federal 


Previous 

$ 200,000 

Reserve bank 

240,000 

New 

1,000,000 

Loans 

1,000.000 



Building and equipment 

200,000 

Capital stock 

1,000,000 


$2,200,000 


$2,200,000 

bank investments 





It is important to observe that the bank has $760,000 
in cash which can be converted into reserve balances, if the need 
arises. The cash yields no earnings to the bank. Banks exist primarily 
for the purpose of making a profit for their oivneis; the more tliey 
successfully lend and invest, the gi eater will be their earnings. The 
bank, therefore, decides to convex t pait of its cash into earning 
assets. It purchases $1 million of corporate bonds and pays for these 
bonds by crediting the deposit account of the seller of the bonds. 
In addition, the bank purchases $1 million of a ne^v issue of govern- 
ment bonds. Cl editing the government with a deposit account of 
$l million. The bank desires to make these arrangements since it 
has ample cash and will earn interest on the loans and investments 
it makes. The bank acquires earning assets— loans and investments— 
in return for its liabilities— deposits due to customers. After the bank 
transfers .$400,000 cash to its reserve account with the Reserve bank. 
Balance Sheet 4 portrays these transactions. 
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BALANCE SHEET 4 


Assets Liabilities and Capital Account 


Cash 

Deposits with Federal 

$ 360,000 

Deposits 

Previous 

$1,200,000 

Reserve bank 

6^10,000 

New 

2,000,001) 

Loans 

1,000.000 



Corporate bonds 

1,000,000 



Government bonds 

1,000,000 



Building and equipment 

200,000 

Capital Slock 

1,000,000 


$4,200,000 


$4,200,000 

DEPOSIT WITHDRAWALS 





Depositors dra^v checks against tlicii accounts in 
order to make jjayinents. Let zis assume, hou'evei, that the lecipients 
oE these checks do not turn them over to the bank in exchange for 
cash— but instead use them either to open ne^v dejjosit accounts or 
to increase old deposit accounts witli the bank. Since u»e have as- 
sumed that tliere is only one bank in the country, jiayments by one 
depositor to another do not affect tlie bank's cash position at all. 
The bank's balance sheet will show no change in the total volume 
of deposits, although the mvnership of the deposits \\ull have changed 
hands. In such a situation the bank has no I'eal need to hold the 
$360,000 in cash on which it earns no interest. It will seek new 
borrotvers and will make new investments. 

PRIMARY AND DEkIVATIVE DEPOSITS 

Before continuing our discussion of bank operations, 
we must examine the significance of what has happened to the money 
supply. The fiist $200,000 of bank deposits (Balance Sheet 2) arose 
because people deposited currency in the bank and received a de- 
posit credit for $200,000 on its books. In banking literature a deposit 
resulting from the lodgment of currency or its equivalent is called 
a primary deposit. The primary deposit resulted in an Increase in 
both the bank’s assets and its liabilities. In receiving sucJi deposits 
the bank is essentially passive in determining the quantity of deposit 
money; tlie customer’s decision to deposit the currency was the active 
factor in creating the primary deposit. Such action, however, results 
only in an exchange of cun*ency money for deposit money, but leaves 
the community’s money stock unchanged. 

Demand deposits also appear on the books of the bank in Balance 
Sheets 3 and 4. These deposits, hoivever, present a rather different 
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situation. The bank gave its debts-^demand deposits— in exchange 
for die debts of others— promissory notes and bonds. Such deposits 
are called derivative deposits. In the case of derivative deposits the 
banking system by its lending and investing activities determines 
the quantity of money (demand deposits) which it will create on 
its books in favor of those to whom it has loaned or from whom it 
has purchased securities. When the banking system creates deriva- 
tive deposits, the stock of money in the community is increased. 
A primary deposit does not alter the stock of money; it merely 
reduces the public’s currency in i-ettirn for demand deposits available 
to the public. A derivative deposit, however, does not reduce the 
public*s holding of airrency, but it does increase the community’s 
ownership of demand deposits; hence, it results in an increase in the 
total stock of money. In its derivative deposit operations the bank- 
ing system monetizes the debts of individuals, business concerns, or 
public bodies ivho give the banks their securities (either promissory 
notes or other evidences of debt such as bonds) in return for demand 
deposits (money). 

In one sense the term deposit is misleading. The uninitiated take 
the common-sense view that a deposit arises on the books of the 
bank as a result of an individual bringing cuitency to the bank and 
receiving a credit with the bank for the amount of currency de- 
posited with it. But deposits actually appear on the hooks of commer- 
cial banks as a result of both (1) primary deposits and (2) derivative 
deposits, and by far the larger volume of deposits are of the deriva- 
tive type. The volume of bank deposits, and therefore the largest 
part of our money stock, is dependent proximately on the volume 
of loans and investments made by the banking system as a whole. 

ULTIMATE LtMtrS OF DEPOSIT CREATION 

In our discussion we shall continue to assume: 

1, That, the community on the ivhole makes no attempt to ex- 
change deposit credits or checks into cuirency, that is, checks drawn 
by one depositor are paid into some other depositor's account. 

2. That our bank itself has no need for cash except to meet its 
legal reserve requirements. The first assumption above implies that 
withdrawals and deposits of currency balance out perfectly. In actual 
practice banks do need certain amounts of currency in their tills 
in order to bridge a gap between deposits and withdrawals of cur- 
rency by the public. Our assumption that the bank does not require 
to hold any currency is made merely to simplify the arithmetic 
involved— and will be modified after we complete our discussion 
of the fundamentals of bank deposit creation. 
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3 , That there aie always borrowers who would like to avail them- 
selves of the bank’s entiie lending capacity. 

4. That the bank desires to lend until it has no excess reserves. 

In the light of these assumptions, the bank will not be content 

to hold 5360,000 in cash (Balance Sheet 4) on which it earns no 
income. It will make additional loans and investments. Assume it 
first lends a business $360,000, thereby creating new deposits and 
increasing the stock of money. The bank transfers cash equal to 
20 percent of its new deposit to the Reserve bank to meet its legal 
reserve requirement. Since the bank will still have 80 percent of 
$360,000 left after the reseive transfer takes place, it will make 
additional loans and investments. Each time it lends or invests, it 
increases total deposits and the stock of money— and transfers cash 
equal to 20 peicent of new deposits in order to maintain its required 
resei’ves. 

What are tlie limits to the bank's poiver to "create" money in the 
form of demand deposits? The "limit" is reached when tlie bank 
has no more cash leit to transfer to its reserve account. At this point 
the bank is said to be "loaned-up." It cannot make any more loans 
or investments because loans and investments increase deposits and 
more deposits will call for moie reserves. The limit is reached, there- 
fore, when the bank has transferied all of its remaining cash to its 
reserve account. How much neiv money is created before this point 
is reached? The ans^ver to this question is fairly simple (particularly, 
under the assumptions which ive have made). We have seen that 
each time the bank lends oi invests $5, it inci eases deposits by $5 
and has to transfer $1 to reserves. Looked at the other \vay around, 
for each dollar the bank is able to transfer to reserves it can increase 
loans and Investments and deposits by $5 at most. Hence witli the 
$360,000 which it is holding in Balance Sheet 4 it can increase loans 
and investments by 5 X $360,000 or $1,800,000. If it lends more than 
this amount, it will not have the cash to satisfy its required reserves. 
Balance Sheet 6 Tvill show the bank's condition upon completion of 
these transactions. We could have arrived at Balance Sheet 5 directly 
from Balance Sheet 2. In Balance Sheet 2 the bank had $960,000 
in cash after having received a primary deposit of $200,000 and after 
having placed $40,000 in reserve with the Federal Reseive bank. 
It could have made loans and investments totaling 3 X $960,000 or 
$4,800,000, thereby "creating" $4,800,000 of new derivative deposits 
against which it could have transferred its entire $960,000 iu cash 
to its reserve account. 

It should be readily apparent that the bank is completely "loaned- 
up" and cannot create any additional deposits until it acquires addi- 
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BALANCE SHEET 5 


Assets 

Cash $ 

Deposits with Federal 

Reserve bank. 1,000,000 

Loans 

Previous 1,000,000 

New 1,800,000 

Co]{x>rate bonds 1,000,000 

Government bonds 1,000,000 

Building and equipment 200,000 


$ 6 , 000,000 


Liabilities and Capital Account 
Deposits 

Pievious $3,200,000 

New 1,800,000 


Capital stock 1,000,000 

$6,000,000 


tional cash. All its cash— $1 million— has been converted into re- 
serves and its deposits are $5 million so that it is operating on its 
mmimum legal reserve requirement of 20 percent ($1 million in 
reserves against $5 million deposits). 

The ultimate limits to deposit expansion by our bank are there- 
fore set by two factors— die total volume of its available cash re8ei*ves 
and the minimum ratio of reserve to deposits required by law. In 
other ivords, under a rule requiring a 20-percent reserve, the bank 
can expand loans and investments and deposits by $5 for every $1 
it holds in reserves. It is only under the simplifying assumptions 
which we have made that a fivefold exj^ansion of loans, investments 
and deposits will be reached. In practice the assumptions may not 
apply; in such cases deposit expansion does not always reach its 
potential limits. It is these factors to which we must now turn. 


ACTUAL LtMiTS TO DSPOStT CREATION 

Cash Drain The first assumption which we made 
in the previous section was that the bank borrowers as well as the 
people to whom they paid checks ivould ahvays keep their receipts 
in the foim of “bank money.” Because of this assumption we decided 
that new loans and investments and ultimate uses of these loans 
and investments would not affect the bank’s cash position— except, 
of course, for the transfer of funds required to maintain legal re- 
serves. In practice the, public’s currency lequirements tend to vary 
with economic conditions. Higher prices, higher payrolls, and in- 
creased economic activity usually cause an increase in the commu- 
nity’s need for currency. IE bank loans are expanding, it is probably 
incorrect to assume that the community’s currency needs will be 
constant. A more reasonable assumption which can be made is that 
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some part of the deposits created by bank loans and investments will 
bp withdrawn in cash in order to meet the public’s increased needs 
for cash. Such withdrawals reduce the bank’s cash position and 
therefore reduce the potential basis on which furtlier deposit expan- 
sion can take place. 

In Balance Sheet 5 we found that the bank’s stock of casli of 
§960,000 could be used to make loans and investments totaling 
§4,800,000. These loans and investments gave rise to deposits totaling 
$4,800,000 and to an increased reserve requirement of 20 percent 
of $4,800,000 or $960,000— which is, of couise, the maximum amount 
of reserves the bank lias at its command. 

If we assume that for every $100 of new deposits the public can 
be expected to witlidiaw $10 in the foim of cuirency, the deposit 
creating potential of the bank will not be as laige as was assumed 
in the previous illustrations. TJie bank cannot lend and inve.st 
$4,800,000 because it will not be able to meet both its reserve re- 
quirement of .$960,000 as well as the currency drain of 5480,000 
(10 percent of $4,800,000). Because cash drains are not precisely 
known in advance, the maximum amount the bank can lend is, in 
practice, deteimined by tiial and eiror. Undei oui assumption of 
an expected constant 10-percent cash drain, the maximum the bank 
can lend and invest can be calculated: with a cash stock of $960,000 
the maximum amount of derivative deposits the bank can create 
is $3,200,000. In this case the bank will just be able to set aside 
the $640,000 required to maintain its legal reserves (20 percent of 
$3,200,000) as well as to meet the public demand for $320,000 of 
currency (10 percent of $3,200,000). A cash drain of $320,000 re- 
duced the bank’s reserves by a like amount. If there were no cash 
drain, the bank could have “created” $4,800,000 of new derivative 
deposits. The deposit expansion potential of the bank was reduced 
by $1,600,000 to $3,200,000 as a result of the $320,000 cash drain. 
Under a 20-percent reserve lequirement, every $1 of reser\'e lost 
prevents an increase in deposits of $5. 

In our illustration above, we assumed that cash was drained from 
the banking system into the hands of the citizens of the count! y; 
this situation is often referred to as an internal cash drain. As we 
saw ill Chapter 3, when a nation is on the gold standard and buys 
more from abroad than it sells abroad, deposits tend to be ivithdraivn 
in gold to settle balances due to foreign countries. Gold exports 
are described as external cash drains and reduce the reserves of the 
banking system losing gold just as does an internal cash drain. 

Vault Casli Our second assumption concerned the bank's vault 
cash— which we assumed would be zero. In practice the bank needs 
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to hold a certain amount o£ cash in its vaults to ensure that it is 
always able to satisfy its customei*s’ demand for cash. Thus, in 
addition to the cash tied up in meeting the legal reserve requirement 
and the cash needed to meet an outflow of currency which can be 
expected to accompany a rise in demand deposits, the bank, has to 
hold some cash in its vaults as a precautionary measure. The quantity 
of vault casli which the bank regards as "adequate” tends to vai 7 
with, among other things, total deposits outstanding. If we assume, 
for example, that the bank’s managers operate on the principle of 
always having vault cash equal to at least 3% percent of outstanding 
deposits, the actual limit of deposit expansion is lower even than 
the $3,200,000 arrived at above. The "new” limit is $2,880,000 of 
deposits on the basis of an original stock of $960,000 in cash. How 
do we arrive at this figure? With loans and investments of $2,880,000 
all of the $060,000 in cash will be used as follows: 

Reserves 20 percent of $2,880,000 » $576,000 

Cash drain 10 peicent of $2,880,000 a; 288,000 

Vault cash 834 percent of $2,880,000 96,000 

Total $960000 

If it made loans and investments in excess of $2,880,000, our bank 
would be in difficulty. Either it would be unable to meet its legal 
reserve requirement, or the bank would not be able to meet its 
customers’ demand lor cash or its vault cash would be at a level 
lower than its management deems safe. 

Unwillingness of Bank to Lend or of Customers to Borrow Cash 
drains to customers and holdings of vault cash have a similar effect 
in reducing die deposit creation potential of the bank. The unwill- 
ingness of the bank to lend or the unwillingness of customers to 
borrow arc other factors affecting the deposit-creating limits of the 
bank. Thus far we have assumed that the demand for bank loans 
is such that the bank is able and willing to exercise its lending power 
to the limit. In practice, one or both of these conditions may not 
exist. In the situation above, the bank has $960,000 in cash and can 
therefore lend up to $2,880,000. If the community wishes to borroiv 
only $1,440,000 or if the bank can only find acceptable customers 
who want $1,440,000, deposits expand only by this amount. In other 
xvords, the bank is able to utilize only $480,000 of its potential cash 
reserves of $960,000 as follows: 

Reserves 20 percent of $1,440,000 sa $288,000 

Cash drain 10 percent of $1,440,000 as 144,000 
Vault cash. 8% percent of $1,440,000 »» 48,0 00 

Total 


$480,000 
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The remaining $480,000 of uniirili7ed cash is only potentially capa* 
ble of supporting a further expansion of loans and investments and 
of the resulting deposits. Tlie unutilized cash may lie in the bank's 
vault or, moi e commonly, it is voluntarily deposited with the Fedeial 
Reserve bank. TJiis i^otential but unused reserve is knou’n as "excess 
reserves." 

THE DESTRUCTION Of BANK DEPOSITS 

Thus far we have considered only increases in bank 
deposits, In explaining the reduction in bank deposits most of the 
reasoning above also 'jvorks— albeit, in leverse. Several factors may 
bring about a reduction in total deposits. 

A borroivei may lepay tlie loan he received from the bank. If, as 
is typical, he writes a clieck (say, for $100,000) against his deposit 
account with the bank and gives this check to the bank in payment 
of his debt, the bank's assets— promissory notes— decline by $100,000 
and the bank's liabilities, demand deposits, fall by a like amount. 
Unless the bank finds a new borrower, that portion of the stock of 
money consisting of demand deposits shrinks by $100,000. 

Another ivay in ivhich demand deposits arc reduced, thus shrink- 
ing the stock of money, could result from an unexpected cash drain. 
In one of our previous examples, tlie bank had $960,000 in cash 
and made loans and investments of $2,880,000. In that situation 
the cash tvas used as follows: 

I 

Reserves 20 percent of $2,880,000 « $576,000 

Cash drain 10 percent of $2,880,000 288,000 

Vault cash percent of $2,880,000 a 96,000 

Total $960,000 

Let 115 assume that one of the depositors decides to withdraw $180,- 
000 in cash and that the bank meets this demand by paying out 
$50,000 of its vault cash and by drawing $130,000 out of its reserve 
account— thus leaving only $446,000 in its reserve account, The bank 
is now faced with inadequate reserves; deposits fell from $2,880,000 
to $2,700,000 because of the deposit withdrawal which took place. 
Against the new amount of deposit liabilities, reserves of $540,000 
are required (20 percent of $2,700,000). But the bank’s reserve 
account only shows $446,000; in addition the bank's vault cash is 
extremely low. The way in which the bank can meet its reserve 
deficiency is to reduce its deposit liabilities. If deposit liabilities 
are reduced to $2,230,000, its reserves of $446,000 are 20- percent 
of its deposits outstanding. The bank reduces its deposits by insist- 
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ing on repayment of loans which come due and refusing to make 
new loans and investments. Thus the original cash withdrawal of 
3180,000 leads to a sliniiknge ot deposits (hence of the monetary 
stock) seveial times greater than the withdrawal itself. 

Thus, ivhenevei reserves are changed, there is a multiple change 
in the bank’s ability to lend and hence a multiple change in the 
total of demand deposits in existence, A given increase in bank 
reseives can support an increase in deposits several times the size 
of the inciease in reserves, A given deciease in bank reserves forces 
a decrease in deposits seveial times the size oL the original decrease. 
Multiple eK[^iision and contraction of deposits, as this process is 
called, is an important aspect of a banking system based on "per- 
centage” or "fractional” legal reserve requirements. Whatever its 
advantages, we must not lose sight of the fact that multiple expansion 
and contraction of deposits in a fractional reserve banking system 
produces gi'eat instability in tlie size of the monetary stock. Such 
a banking system produces much ivider variations in tlie stock of 
money than the variations in bank reserves. 

■ BANKING SYSTEM WITH MANY INDIVIDUAL BANKS 

^Ve must now drop the simplified assumption tliat 
the banking system consists of only one bank and examine the crea- 
tion and destruction of bank deposits in a banking system consisting 
of many banks. 

DEPOS/T-CREATfNG POWER OF 

INDIVIDUAL BANK IN BANKING SYSTEM 

As was pointed out earlier, banks are profit-seeking 
institutions; most of thcii earnings are derived from interest re- 
ceived on their loans and investments. The more earning assets 
(loans and investments) the bank holds, the greater are its interest 
receipts. It should be readily evident that banks are anxious to in- 
crease their loans and investments. What sets the limits on the 
amount of loans and investments the individual bank can make? 

a bank extends a loan or mak^ an investment, the customer 
typically does not Avithdraw the proceeds of the loan or investment 
in cuirency but instead receives a deposit credit with the bank, 
against which he can and usually does 'write checks. Since the bank 
grants deposit CTedits to its customers ivhen it makes a loan or 
investment, can the bank continue indefinitely to make loans and 
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investments and extend deposit credits on its books to its ctistomers? 
The answer is no! There are at least two limits to the deposit-CTcating 
powers of the individual bank. 

LIMITS TO INDIVIDUAL BANK'S OEPOSIT-CREATING POWERS 

The first and most obvious limit to the bank’s deposit- 
creating power is, as we have seen, the legal lequirement tliat it 
must hold reserves equal, at tlie minimum to a certain percentage 
of its deposit liabilities. (^Ve have assumed the legal reset ve require- 
ment to be 20 percent of deposit liabilities, for purposes of illus- 
nation.) Therefore, the amount of reserves and the percentage of 
reserves which banks are legally lequired to maintain against deposit 
liabilities determine the maximum amount of deposits which the 
bank can have on its books. In Balance Sheet h wc saw that our 
banking system was completely loaned-iip. The leseiwe requirement 
was 20 percent; the total amount of reserves was $1 million. There- 
fore, when total deposits were $1 million, the banking system had 
utilized all its reserves and could not create any additional deposits. 

The second and more immediate limit to the deposit-creating 
po^vers of the individual bank arises from the occurrence of adverse 
clearing balances. In order to explain this more immediate limita- 
tion to the individual bank’s deposit-creating poweis, wc shall 
assume there are tiventy banks in our banking system and that 
Balance Sheet 5 portrays the combined assets and liabilities of these 
banks. 

BALANCE SHEET 5 

(Banking system consisting of twenty banks) 

Assets Liabililies and Capital Account 

Cash $ . Deposits $5,000,000 

Deposits with Federal 


Reserve bank 

1,000,000 


Loans 

2,800,000 


Corporate bonds 

1,000,000 


Government bonds 

1,000,000 


Building and equipment 

200,000 Capital stock 

1,000,000 


$6,000,000 

$6,000,000 


Moreover, we will assume that each bank does one twentieth of the 
total banking business in the country. Balance Sheet 6 portrays tlie 
condition of Bank 1 in our banking system. 
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BALANCE SHEET 6 

Bank 1 


Assets 

Cash 

$ 

Deposits with Federal Re- 

serve bank 

50,000 

Loans 

140,000 

Corporate bonds 

50,000 

Government bonds 

50.000 

Building and equipment 

10,000 


$300,000 


Liabilities and Capital Account 
Deposits $250,000 


Capital stock 50,000 

$300,000 


With resen^es of $50,000, a legal reserve requirement of 20 percent 
and deposit liabilities of $250,000, it should be clear that Bank I 
is completely loaned up and cannot cicate additional deposits. 


OEPOSfr Of CASH IN INDIVIDUAL BANK 

Now let us assume that an individual deposits $100,- 
000 of currency with Bank 1. The bank’s cash increases by $100,000 
and its liabilities, deposits, go up by $100,000. The bank then trans- 
fers all its newly acquired cash to the Reserve bank; its asset cash 
goes down by $100,000 while its asset deposits with the Federal 
Reserve bank rises by $100,000. Balance Sheet 7 portrays the books 
of Bank 1 after these transactions have been completed. 


BALANCE sheet 7 


Bank 1 


Assets 

Cash $ 


Deposits with Federal Re- 


serve bank 

150,000 

Loans 

140,000 

Corporate bonds 

50.000 

Government bonds 

50,000 

Building and equipment 

10,000 


$400,000 


Liabilities and Capital Account 
Deposits $350,000 


Capital stock 50,000 

$400,000’ 


With a reserve requirement of 20 percent and deposits of $350,000, 
the bank is required to maintain reserves of $70,000; it has excess 
reserves of $80,000 (reserves of $150,000 minus $70,000 of required 



BANKING SYSTEM WITH MANY INDIVIDUAL BANKS 


133 


reserves). Since Bank 1 has excess reserves, it can increase its deposit 
liabilities by expanding its loans and investments. It is true that 
in a fractional reserve banking system the reseives of a commercial 
bank are ahvays less tlian its deposit liabilities. Can Bank 1 lend 
five times its excess reserves? The answer again is Nol ^ single bank 
can expand its loam and investments by an amount roughly equal 
to its excess reserves and no more. 

The above statement appears to be paradoxical. On the one hand, 
deposits are always several times as large as reserves. On the other 
hand, we have said an individual bank cannot inciease it.s loans and 
investments and hence its deposits by more than the amount of its 
excess reserves. It is easy to explain this paradox, and once learned 
the explanation should provide a clear undeistanding of the distinc- 
tion between the deposit-creating power of an individual bank and 
the deposit-ci eating power of a banking system consisting of thou- 
sands of individual banks. 

BANK LOAN 


When a bank extends a loan to its customer, we have 
seen that it creates a deposit to his credit for the amount of the loan. 
Since the customer boirows from the bank and pays interest on the 
loan, he ivill not leave the deposit in the bank but will make full 
use of it by drawing checks on his account to meet the payments 
that led him to borrow. Ordinarily the depositor draw's checks 
against his account in favor of an individual who has an account 
in another bank. Let us follow through on this transaction. An indi- 
vidual writes a check on his account in Bank I and pays an individual 
who has an account in Bank 2. The amount of the check is trans- 
ferred from Bank 1 to Bank 2 through the Federal Reserve bank. 
The Reserve Bank debits (that is, reduces) the reserves of Bank 1 
by the amount of the check and credits (tliat is, increases) tlie reserves 
of Bank 2 by a like amount. 

If Bank 1 increases its loans by $100,000 and creates deposits in 
a like amount, it is likely to lose reserves of the best part of $100,000 
to other banks in tlie system. The loss of reserves resulting from a 
loan or investment by Bank 1 establishes a more immediate limit 
to its lending poiver than the increase in its deposit liabilities. We 
can illustrate this problem by referring back to Balance Sheet 7 
where Bank 1 liad excess reserves of $80,000. After Bank 1 extended 
$100,000 of loans to its customers, its books w'ould appear as shown 
in Balance Sheet 8. Bank 1 started with excess reserves; after gi anting 
its customers $100,000 in loans by cheating a deposit to their credit. 



134 


THE COMMERCIAL BANKING PROCESS 


BALANCE SHEET 8 

Bank 1 


Assets 

Cash ? . . 

Deposits witli Fetleial Re- 
serve bank 1 50,000 

Loans 240,000 

Corporate bonds 50,000 

Government bonds 50,000 

Building and equipment 10,000 


$500,000 


Liabilities and Capital Account 
Deposits $450,000 


Capital stock 50,000 

$500^000 


the bank shows an increase on its books of deposit liabilities o£ like 
amount. ^Vith a legal reserve requirement of 20 percent and deposit 
liabilities ot $450,000, the minimum reserve requirement is $90,000; 
with $150,000 o£ reserves, Bank 1 has excess reset ves of $60,000. Since 
the customers ^vho borrotved the funds ^vill have to meet tlieir obli- 
gations to others, they draw checks on their accounts for $100,000 
which are then deposited by individuals in other banks. After the 
checks are cleared at the Reserve bank, Balance Sheet 9 portrays the 
condition of Bank 1, 


BALANCE SHEET 9 
Bank 1 


Assets 

Cash $ 

Deposits witli Federal Re- 
serve bank 
Loans 

Corporate Isonds 
Government bonds 
Building and equipment 


Liabilities and Capital Account 
Deposits $350,000 


Capital stock 50,000 

.S4 00,000 


50,000 

240,000 

50.000 

60.000 

10,000 

$400,000 


Note that deposits have fallen by $100,000 as cii.stomeis drew 
checks for that amount. As a result of the check clearing through 
the Reserve bank, reserves with the Federal Reserve bank have fallen 
by $100,000. The minimum reserves required against deposits of 
$350,000 would amount to $70,000. Bank 1 has a leserve deficiency 
of $20,000. This deficiency arose because Bank I gi'anted loans 
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greatei than the amount of its excess reserves. It should be clear that 
Bank 1 would not extend loans in the amount of $100,000. 

’Going back to Balance Sheet 7 where Bank I had excess icserves 
of $80,000, let us see what would happen if the bank granted loans 
equal in amount to its excess reseives. Bank 1 increases its loans 
by $80,000 and creates deposits in a like amount. Its loans intrease 
by $80,000 as do its deposits. Balance Sheet 10 shows the bank's 
books after this transaction. 

BALANCE SHEET 10 
Bank 1 

Assets Liabilities and Capital Account 


Cash $ . . Deposits $430,000 

Deposits with Federal Re* 


serve bank 

150,000 


Loans 

220,000 


Corporate bonds 

50,000 


Government bonds 

50,000 


Building and equipment 

10,000 Capital stock 

50,000 


$480,000 

$480,000 


The customers ivho borrmved from the bank drau» checks against 
their deposits in meeting payments to otlters. These checks are 
deposited in other banks and are in turn cleared through the Federal 
Reserve bank. Bank 1 loses $80,000 in reserves and $80,000 in deposit 
liabilities; its Balance Sheet, II, appears as follows after the coan- 
pletion of these transactions. 

BALANCE SHEET 11 

Bank 1 


Assets 

Cash 

$ 

Deposits with Federal Re- 

serve bank 

70,000 

Loans 

220,000 

Corporate bonds 

50,000 

Government bonds 

50,000 

Building and equipment 

10,000 


$400,000 


Ltabihiies and Capital Account 
Deposits $350,000 


Capital stock 60,000 

$40^,000 


Bank 1 now is completely loaned up. By lending an amount equal 
to its excess reserves, $80,000, it has created the maximum amount 
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of deposits possible with the reserves it has and the legal reserve 
requirement of 20 percent of deposit liabilities. 

ClEARINO HOUSE DRA/N 

It should be readily apparent that an individual bank 
in a banking system cannot lend an amount equal to some multiple 
of its excess reserves. It can typically lend an amount equal to its 
excess reserves. The basic explanation lies in the loss of reserves 
by the individual bank as its customers drarv checks on their nerviy 
received deposits to meet payments to others who deposit these 
checks in other banks in the banking system. The other banks dis- 
cover tliat they have more checks drawn on the first bank than it 
has checks drarvn on them. Normally, checks are transferred through 
the Federal Reserve bank. The reserves of the bank on which the 
check is drawn are reduced, and the reserves of those banks ^vlio 
received the checks are increased. At the end of the day’s business 
the first bank will have what is called an adverse clearing balance 
or drain. Its reserves will be decreased and the reserves of the other 
banks will increase. 

EFEBCTS ON OTHER BANKS IN THE SYSTEM 

When a bank lends, it has to face the loss of its re- 
serves. The student, however, must not lose sight of the fact that 
whatever Bank I loses in reserves is gained by other banks. In our 
illustrations, whose effects are shown in Balance Sheet 11, Bank 1 
lost reserves of $80,000. The reserves of other banks, however, in- 
creased by a like amount. We can illustrate this point in the follow- 
ing way. Assume depositors in Bank 1 make payments to depositors 
in Bank 2 by drawing $80,000 of checks against their accounts with 
Bank 1. Bank 2 credits its depositors with $80,000 and sends the 
checks on Bank 1 to the Federal Reserve bank; the Reserve bank 
reduces the reser\'e account of Bank 1 by $80,000 and aedits the 
reserves of Bank 2 by a like amount, The derivative deposits of 
Bank 1 become the primary deposits of Bank 2 and increase the 
reserves of Bank 2. Total deposits and total reserves for a banking 
system consisting oC Banks 1 and 2 remain the same. It should be 
noted, however, that the reserves and deposits of Bank 1 have fallen 
by $80,000 while deposits and reserves of Bank 2 have risen by 
$80,000. 

While the lending ability of Bank 1 is exhausted as shown in 
Balance Sheet 11, the lending ability of the banks which now have 
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larger reserves is increased. How does tliis work> Before it received 
additional reserves of $80,000, the books of Bank 2 weie the same 
as the books of Bank 1 in Balance Sheet 6. 

Bank 2 has acquired a deposit of $80,000 and additional reserves 
of $80,000. Since it must keep a reserve of 20 peicent against its 
new $80,000 deposit. Bank 2 must use 316,000 of its ne^v reserves 
(20 percent of $80,000 equals $1(3,000) Thus, Bank 2 has excess 
reserves of $64,000 as can be seen in Balance Sheet 12. 

BALANCE SHEEl 12 
Bank 2 

Liabiiiiies mid Capital Account 
$ . . Deposits $330,000 

130.000 

140.000 

30.000 

30.000 

10.000 Capital stock 60,000 

$38^00 $380,000 

Bank 2 increases its loans hy .$64,000 in creating deposits for its 
customers, \vho in turn draw checks on their deposit accounts in 
making payments to their creditors. We can then repeat for Bank 3 
what we have done for Banks 1 and 2. The picture we have tried 
to portray is that a bank can create additional deposits up to the 
amount of its excess reserves. When it does so, most of the excess 
is transferred to other banks ^vhich can then expand their loans and 
investments in creating deposits. However, even though the reserves 
of the other banks increase by the same amount as the reserves 
of the deposit'Creating bank decline, the other banks are not able 
to expand their deposits by the full amount of the newly accpiiTed 
reserves. The reason for this is that the deposits of tlie other banks 
increase and part of the reserves acquired by each bank must be 
set aside against the increased deposit liabilities incurred by tliat 
bank.' 

1 In order to simplify the exposition, it has been a<uumcd that the borrower with, 
draws the entire proceeds of the loan and that the mdivuhials who receive the checks 
drawn by the borrowers deposit them m other banks. Thciefore, the amount of denva* 
tivc deposits that one bank can create on the basis of the excess reserves lesultJng 
from a primary deposit is limited to the amount of the excess reserves. In piactice, 
this is not entirely true. The borrower himself retains on deposit part of the proceeds 


Assets 

Cash 

Deposits with Federal 
serve bank 
Loans 

Corporate bonds 
Government bonds 
Building and equipment 
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EFFECT ON THE BANKING SYSTEM AS A WHOLE 

While the individual bank can only expand its de- 
posits by an amount equal to its excess reserves, for the banking 
system as a whole the effect of a net new deposit of say $100,000 at 
Bank 1 does not end when that bank places $20,000 of it in reserve 
and lends $80,000, the amount of its excess reserves. This $80,000 
is spent by the recipients of the loan and in turn appears as $80,000 
more of deposits in some other bank or hanks (which we shall call 
for convenience Second Round Banks). These banks in turn place 
20 percent of that $80,000, or $16,000, in leserve accounts and lend 
out the remaining $64,000. These loans in turn are spent, and some 
or all of them will ultimately become deposits in some otlier bank 
or banks. By how much can die banking system, as distinguished 
from a single liank, expand its loans and deposits, hence its dejsosits, 
with an increase of reseives of $100,000? Where does the lending 
and deposit-creating process end? 

For simplicity we shall trace the flow of these excess reserves 
througJi the l>anking system under the following assumptions. Dur- 
ing this process (1) tlie public, tliat is to say, individuals, films and 
governments, does not attempt to increase its holdings of currency 
and coin. In other words, eveiybody involved has a checking account 
into which he ivill pay all his new receipts of money. (2) Banks them- 
selves do not attempt to increase or decrease their holdings of till 
money. (B) The public is ivillmg to borrow as much as banks are 
able and ivilUng to lend— in this case 80 percent of all neiv reserves 
they receive. (4) Banks do not hold excess re.serves but arc willing 
and able to lend up to the full amount of the reseiwes they possess. 

Under these assumptions ive can arrive at the final ansiver as to 
what the ina eases in total deposits in the banking system will be, 
given an increase in reserves of $100,000. The process of deposit 
creation ivilJ come to an end only when no Ijank anywhere in the 
system has excess reserves as is shoivn by means of an arithmetic 
table or an algebraic equation, both of which are shoivn in Table 14. 
The result is shown giaphically in Figure 7. 

of the loan, niul Rome of the checks lie dram arc deposited by the recipients in the 
same bank. Hence, lire advcisc dealing balance or loss oC cash to other banks shovrn 
by the bonower’s own bank is less than the amount of the loan, and that bank's 
lending ability (and creation of dciJvativc deposits) is coircspoiidiiigly increased. Tiie 
primary deposits and resulting excess resencs received b> the second Iwnk in the system 
ait! ixxlucecl aoooixtmgly, Tlicrefoiv. the aggicgatc expansion of deiivative deposits by 
the second bank is less, although, as in the case of the first liank, its lending ability 
per dollar of e:iCess Tcserves arising from its primary deposits Is also increased. 




FIGURE 7 PROCESS OF DEPOSIT EXPANSION 
Illustrative example on basis ci $100,000 of lunv' deposits and rcscnc requirements of 20 percent. 
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table 14 

MULTIPLE EXPANSION OF BANK DEPOSITS 
THROUGH THE BANKING SYSTEM 



1 

Receives 

as 

new deposits 

2 

Keeps as 
reserves 
against 
new deposits 

3 

Makes 
additional 
loans or 
investments 

First bank 

$100,000 

$ 20,000 

$ 80,000 

Second Round Bank 

80,000 

16,000 

64,000 

Third Round Bank 

64,000 

12,800 

51,200 

Fourth Round Bank 

51,200 

10,240 

40.960 

Fifth Round Bank 

40,960 

8,192 

32.768 

Sixth Round Bank 

82,768 

6,554 

26,214 

Seventh Round Bank 

26.214 

6,242 

20,972 

Eighth Round Bank 

20,972 

4,195 

16.777 

Ninth Round Bank 

16,777 

3.855 

18,422 

Tenth Round Bank 

18,422 

2,686 

10,737 

Total first ten banks 

$446,313 

$ 89,263 

$357,050 

Other banks in turn 

53.687 

10,737 

42,950 

Total for banking system 

$500^000 

$100,000 

$400,000 

Source: This tabic is adapted from one in Board of Governors of the 
Federal Reserve System, The Federal Reserve System^Its Pur^ 
poses and Functions, 2cl ed. (1947), p. 18, 


Algebraically Column 1 * $100,000 -|- $100,000 (%) + $100,000 + 

$ioo,ooo(y5)a . . . + $ioo.ooo(y8)» 


Column 1 is the sum of a geometric progression n + ar* • • • nr* 
or a where n & oo. In our problem r % or 80 percent and 

a ^ $100,000. By substituting these values in the formula, we find 


the sum equals $100,000 or $100,000 X 5 or $500,000. 

The process of deposit expansion comes to an end ^vhen no bank 
has any excess reserves to lend after it has put aside the required 
reserve against deposits. In other words, when tlie whole of the 
original deposit of $100,000 has come to rest as some bank’s reserve, 
deposit expansion ends. But by the time this point is readied, that is, 
when new reserves are equal to $100,000, new deposits are five times 
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§100,000 or $500,000, Although no individual bank lends more than 
its excess reserves, that is, four fifths of the deposits it receives, the 
banking system as a whole has “created" a fivefold increase in the 
stock of money. The key to this “paiadox" lies, of com sc, in the 
assumptions we have made that all expenditures appear as deposits, 
that 80 percent of all neiv deposits aie reloaned, and that all loans 
end up as expenditures. Under these assumptions the total volume 
of new deposits is equal to the total volume of new loans which in 
turn is equal to v times the oi iginal new deposits, ivherc 

^ ^ 1 

the required reserve ratio ’ 

Another way of looking at the same expansion is to think of the 
original deposit ol $100,000 flowing into the banking system and 
being immobili/ed as a “reserve" with the Federal Reserve banks. 
Each time a new loan is cieatcd it is equal to four times the size of 
the new reserve until finally all the $100,000 hecomes a reserve and 
a total of $400,000 is loaned out. This gives us a new total of demand 
deposits equal to $100,000, the original deposit, plus 3400,000 “cre- 
ated" deposits or $500,000 in all. From this illustration we can 
establish a formula for detei mining the limit of deposit expansion 


under our simple assumptions. Increase of deposits for the whole 

, , . increase in deposits in the first bank 

banking system = ,__L , or in sym- 


bols AD = 

Ji 


lequired reserve latio 


ACTUAL AND POTENTIAL EXPANSION OP BANK DEPOSITS 

In actual pi act ice, however, none of die simple as- 
sumptions need be fulfilled. Pait of the expenditures may not be^ 
come deposits m a bank but may become cunency and com which 
people in business may wish to hold. For example, of the loan of 
$80,000 made by the first bank, $10,000 may be withdrawn in cur- 
rency and only $70,000 returned to the banking system as new 
deposits. Thus, the Second Round Banks, as we have called them, 
can lend not $64,000 {% of $80,000) but .$56,000 (^5 of $70,000). 
If this process continues and individuals and businesses wish to with- 
draw part of their deposits in currency and coin instead of drawing 
a check against their deposits, tJien the final expansion will not be 
five times the original $100,000, but less. 

Secondly, banks themselves may not wish to lend out the total 
four fiftlis of the neiv deposits they receive; for instance, they may 
desire to increase their oivn stocks of till money. The existence of 
this factor will again make the expansion factor less than five. 
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Both these factors can be incorporated into our equation quite 

simply as follows: A£) » ^ , where C (expressed as a percentage 

of the increase in deposits) is the drain of money from the banking 
system into increases of casJ) held by individuals or firms in this 
country or abroad (internal or external cash drains) or by banks 
themselves. 

Thus, given a cash drain of 10 percent, that is, Ho of aB new de- 
posits are turned into currency and held either by individuals or 

by banks, the total expansion will be, not ^ or — or $500,000, 

as in the previous example, but 


$100,000 $100,000 

ii -1- C “ 20% + 10% 30% 


$333,333. 


It is easy to see why this should be so if we think of the cash drain as 
being tantamount to a larger reseive requirement. Indeed, it has 
exactly the same effect so far as deposit expansion is concerned. Thus, 
a cash drain of 10 percent plus an actual reserve requirement of 20 
percent would have exactly the same effect as a required reserve of 
30 percent. 

More important, sometimes, than either of the two assumptions 
which we have just listed are the third and fourth assumptions we 
originally made: that the public is willing to borrow and the banks 
are willing to lend all the banks are able to lend. In time of serious 
depression some of the public is just not willing to bon*ow even at 
the lowest possible rate of interest, and some of the banks are not 
willing to lend. If such a state of affairs exists, obviously banks do 
not lend all four fifths of the new deposits they receive. They are 
forced to keep a portion of them idle because they are waiting for 
someone to borrow from them or they do not find borrowers who 
are acceptable credit risks. The effect of the existence of such idle 
money, or idle reserves as they are called, on our expansion process 
is to reduce the total expansion even more. Thus, the potential 

limit to expansion is, as we have seen, but the actual expan- 

x? -j- C 

sion may be mucli less. Since the existence of funds which cannot 
be lent has mathematically the same result as a higher i-escrve ratio, 
we can incorporate this variable into our equation also. We get 


actual expansion. 


AA 


-, where Q is a measure of idle lending 


jR -f- C "b Q 

capacity expressed as a percentage of new deposits. 

We now have a complete explanation of what determines the 
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total volume oE bank deposits except that we have not as yet ex- 
plained the factor which determines If S/I is to lie a new deposit, 
an original deposit which does not come from any othci bank winch 
ire Jiave been s|:>eaking about, it must come fioin one or a comlniia- 
tion oE four factors, which ivill be explained in detail in Pait HI 
of this book, as follows: 

1. An inflow of gold. 

2. An inn’ease in Treasury currency, for example, a new printing 
of silver certificates. 

3. Cl edit extended by the Fcdcial Reserve S)'stcm to member 
banks. 

4. An inflow into the linking system in the form of deposits of 
currency previously held by individuals, businesses, or govern- 
ment. 


Given a certain magnitude of A/4, whether positive or negative, 
the total resultant change in the volume oC deposit money wc ob- 
tain from the equation above is AD = -== — ^ . In good times, 

^ Q ^ 5 or 6. In bad times Ijoth C and Q 

get huger, thus causing ^ — -i — to be much lower tlian this 

figure and peiliaps as low as 1. 


DEPOSIT DESTRUCTION 

The process by ivhich a reduction in deposits in one 
bank affects the other banks m the banking system entails the reverse 
of the steps by which the ci cation of deposits in one bank is ulti- 
mately spread to other banks. In order to examine briefly the trans- 
actions involved, we shall assume, as before, that our banking system 
consists of twenty banks, each of which does one twentieth of the 
banking business and that all the banks are completely loaned up. 
The consolidated balance sheet of all the banks was shown in Bal- 
ance Sheet 5 and die balance slieet of an individual bank in Balance 
Sheet 6. 

Individual Bank in a Multi-Unit Banking System We shall stait 
the deposit-destruction process by having a depositor witlidraiv 
$10,000 of deposits in ciiiTency from Bank 1. In order to meet this 
withdrawal the bank withdiaws $10,000 of reserves with the Federal 
Reserve bank in the Eorm of Federal Reserve notes, Tlie deposits 
of Bank 1 decline by $10,000 to $240,000, and the reserves of the 
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bank decline by $10,000 to $40,000. With deposits of $240,000 Bank 
I is required to maintain minimum reserves of §48,000 (20 percent 
of $240,000), but it only has §40,000 in reserves. Bank 1 has a reserve 
deficiency. To eliminate this deficiency we shall assume it calls some 
loans or allows some loans to run off. (The bank can sell some of 
its investments with the same effects as shown below.) 

In order to pay off §8,000 of loans that are call^ or mature, 
borrowers from Bank 1 sell §8,000 of goods and receive in payment 
checks drawn on Bank 2 by depositors in the latter bank. Bank 1 
will find its reserves increased by §8,000, and its reserves are now 
tlie legal minimum of §48,000 (20 percent of $240,000). 

Effect on Other Banks The effects of the initial cash drain on 
Bank 1 do not stop when Bank 1 acquires sufficient resei^es to meet 
the minimum legal requirements. The deposits of Bank 2, which 
was also completely loaned up, were reduced by $8,000, bringing 
its total deposits to $242,000; its reseives were reduced by §8,000 to 
§42,000. With deposits of $242,000 its minimum legal reserve le- 
quirement is $48,400 (20 percent of $242,000). Thus, Bank 2 has a 
reserve deficiency of §6,400 and calls or allows this amount ol loans 
to mature. Borrowei*s from Bank 2 who have to repay their loans 
exchange $6,400 of goods for checks drawn on Bank 3 by depositors 
in the latter institution. Bank 2 increases its reserves by $6,400, and 
its reserves now reach the legal minimum of 20 percent of $242,000 
of deposits. This process continues with banks 3, 4, etc., until the 
banking system has a volume of deposits appropriate for its volume 
of reserves. 

Effect on the Banking System as a Whole By the time the process 
of deposit reduction has hltered down through n banks, the consoli- 
dated balance sheet of all the banks in the banking system appears 
as follows: 

BALANCE SHEET 13 


(Banking system consisting of twenty banks) 


Assets 

Cash $ 

Deposits with Federal 
Reserve bank 990,000 

Loans 2,760,000 

Corporate bonds 1,000,000 

Government bonds 1,000,000 

Building and equipment 200,000 


LiahilUies and Capital Account 
Deposits $4,950,000 


Capital st(H:k 1,000,000 


$5,950,000 


$5,950,000 



QUESTIONS AND PROBLEMS 


145 


While each individual bank was forced to reduce its loans by an 
amount equal to its legal reserve deficiency, for the banking system 
as a whole the reduction in deposits was five times the original loss 
in deposits because of the cash drain. By comparing Balance Sheets 
5 and 13 we can observe the multiple contraction in deposits ($60,- 
000) for the banking system as a wliole even chough the original 
reduction in deposits in Bank 1 was only $10,000. 

QUESTIONS AND PROBLEMS 

1. A recent text states: “The expansion of bank credit is a unique func- 
tion ol the conmiercial banking system, is inscpaiably connected svith 
bank earning assets, and influences the volume of deposits and the 
distribution of the legal reserves." (F. W. Mueller, fr.. Money mid 
Banking: Oiganizution and Functions, New York, 1951, p. 439.) Ex- 
plain each of these four statements. 

2. “The expansion of bank loans and investments, on the one hand, and 
of bank deposits, on the other, move together. From the standpoint 
of the individual bank, loans and investments appear to grow out 
of deposits. As a bank’s deposits increase, it can expand its loans and 
investments. From the standpoint o£ the country as a whole, however, 
the causation runs chiefly the other way. Bank deposits expand pri- 
marily because loans and investments expand." 

a. Explain, indicating the roles played by primary and by derivative 
deposits. 

b. Of what do true primary deposits for the banking system consist? 

3. a. In their expositions of banking processes American texts of a 

generation ago assumed that a commercial bank receiving a deposit 
of cash could expand its loans (and hence also its deposits) by an 
amount equal to some ten times the excess reset ves so acquired. 
What are the main objections to such an exposition? 
b. What limits exist to the multiple expansion for the banking system 
as a whole? 

4. a. Explain svhy, for the banking system as a whole, multiple expan- 

sion of credit is possible, whereas the individual bank can expand 
its loans and investments by but little more than the primary 
deposit it receives, 

b. Does the fact that the excess reserves of a given banking system 
furnisli the basis for a multiple expansion of loans and deposits 
necessarily mean that such an expansion will occur? Explain. 

5. “The factors which force contraction of bank credit are those which 
limit its expansion, when they are applied to an increased degree." 
a. Illustrate, assuming that under changed conditions the public in- 
creases its cash holdings, the banks increase vault cash, and are 
less willing to lend and invest and that business men repay loans 
instead of continuing to borrow. 
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6. a. Hcnv can the expansion of commercial loans to business lead to 

capital formation when there is less than full employment? Full 
employment? 

b. How did the purchases of United States Government obligations 
by commercial banks during World War 11 allect the money sup- 
ply? The level of output? Consumption? 

c. How does the expansion of bank credit assist business to adjust 
to changing conditions? 

7. Some writers object to the statement that a bank "creates” or "manu- 
factures" ciedit. They prefer to state that a bank "monetizes" credit. 

Explain by refeiencc to the banking process. 

8. a. A single bank in a banking system has excess leserves of $100. It is 

required to maintain a legal reserve ratio of 20 percent. The bank’s 
expenenoe shows that 20 jjercent of a new loan will remain in 
tlie boirower’s deposit accouiu and that 10 percent of the checks 
he dratvs will be given to those ivho keep their deposit accounts 
with tliis bank. Show why, under these conditions, the maximum 
amount by which it can expand its loans is limited to approxi- 
mately $128, 

b. By what amount will tlie reseives of tlie other banks be increased? 
If the other banks in turn expand their loans on the basis of the 
increases in reserves, which resulted from the initial exjsansion by 
the single bank, by what amount may loans be expanded for die 
system as a whole (including the bank that initiated the exjiansion)? 
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CHAPTER 7 


Bank Operations: 

SOURCES OF FUNDS 


■ THE BANK STATEMENT 

j^ANKS are required by law to report their condi- 
tion, in a prescribed form, to then supervisor on his call several 
times a year. National baiilu must report tJnee times a year or 
oftener to the Comptroller of the Currency. State banks report to 
their superintendent or commissioner, and if they are members of 
the Federal Reserve System, they also report to the Federal Reserve 
authorities. If state banks are nonmember's but are insured rvith the 
Federal Deposit Insurance Corporation, they must also report to tlie 
latter. Table 15 shows in condensed form tire combined balance 
sheets of the total operating insured commercial banks in the United 
States and its possessions on December 31, 1951; this table and 
Figure 8 present a bird’s-eye vierv of the condition of the commercial 
banking system on that date* 

A rvriter once described a bank as a dealer in debts. It is a book- 
keeping institution that shifts claims among individuals and business 
firms. Its assets consist of debts of others while its deposits are liabili- 
ties that are used by individuals and business enterprises to pay their 
debts. One of tire beat ways a beginning student can acquire a knorvl- 
edge of a bank*s operations is to analyze the results of the bookkeep- 
ing activities entailed in the statement of the bank’s assets, liabilities, 
and capital accounts. 

In studying this and the succeeding chapter, the student should 
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undertake to trace the effects of various operations upon the bank’s 
balance sheet In doing so, bear in mind tliat an increase in one 
asset Item involves either a decrease of equal si/e in another asset 
Item or an Increase of equal amount in a liability oi net worth item 

FIGURE 8 

MA 70 R CLASSES OF ASSETS, LIABILITIES, AND CAPITAL ACCOUNTS 
OP INSURED commercial BANKS, DECEMBER 31, 1951 

Umi of funds Sources of funds 


Cosh 

24.9 percent 


Loone 

32.3 percent 


Investments 
41.6 percent 


Other assets 
1.2 percent 

Source* Federal Deposit Insurance Corporation, 

or else a change in several items, the combined effects of which 
equal the initial change in the asset item. 

The balance sheet depicts the ways in which the bank obtains 
and uses funds. Tables 16-28, included in this chaptei and the next 
one, give a detailed breakdoivn for each of the principal items in 
the balance sheet. Sources of funds are found in Table 16 covering 
the Capital Accounts and Table 18 covering Deposits. Uses of funds 


Capitol oeoounfc 
6.7 percent 


Demand depocllt 
70.4 percent 


Time depoftlfe 
21.6 percent 

Other llabilltlee 
1.3 percent 
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table 15 


CONDITION OF THE OPERATING INSURED COMMERCIAL BANKS IN 
THE UNITED STATES AND POSSESSIONS, DECEMBER 31, 1951 



Millions 
of clollais 

Percent 
of total 

Cash assets 

$ 44,242 

24 9 

Earning assets (loans and investments) 

131,044 

73.9 

U. S. Government obJjgatjons 

60,599 

34,2 

Other securities 

13,074 

7.4 

Loans and discounts 

67,371 

32.3 

Other assets 

2.164 

1.2 

Total assets 

.$177,449 

100.0 

Deposits^Cotal 

$163,172 

92.0 

Geneial public 

134,915 

76,0 

Government 

13,447 

7.6 

Interbank 

14,810 

8.4 

Bono wings 

38 

.0 

Otlier liabilities 

$ 2,316 

1.3 

Total liabilities 

$165,526 

93.3 

Capital accounts 

$ 11,923 


Total liabilities and capital 

$177,449 

100.0 


Source: Federal Deposit Insurance Coriioradon, 


are found in Table 21, Cash Assets; Table 22, Investments; and 
Table 23, Loans. If these tables were substituted for Table 15, the 
result would be a detailed statement of the commercial banks. 

As seen from Figures 8 and 10, the banks obtain funds far more 
largely from creditoi'S than stockholdei'S, in 1951 depositors supplied 
$14 for every $1 supplied by stockholdeis. The banks employ these 
funds in the following principal ways. They make loans and invest 
in securities; in addition to these earning assets, the banks hold cash 
either in their vault or as balances with Federal Reserve or other 
, banks. 
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TABLE 16 


CAPITAL ACCOUNTS OF INSURED COMMERCIAL BANKS, 
DECEMBER .il, J951 



Millions 
of dollars 

Percent 
of total 

Capital notes and clebenuncs 

$ 18 

.1 

Prefciied stock 

51 

.4 

Coiiiinnn stock 

3,631 

30.5 

Surplus 

5,504 

4G.2 

Undivided piofits 

2,2r>9 

18.9 

Resci VCH 

401 

3.9 

Total 

$11,923 

100.0 


Source: Federal Deposit Insuiaiicc Coipoiation. 

■ CAPITAL ACCOUNTS 

The excess of ivliat banks o^vn (their assets) over what 
they owe (their liabilities) is their net woith and appears in tlie 
capital accounts. When a bank’s net worth becomes less tliaii the 
par value of its outstanding shares, its capital is impaiied. To avoid 
later losses to its creditors, tiie supervisory autliority will require 
that the bank make up its capital impairment by assessing its stock- 
holders. When the value of the assets lalls below the amount of its 
liabilities, the bank is insolvent. The bank may be closed to protect 
the interests of the depositors, and it is said to have failed. 

The function of bank capital is primarily that of a guarantee 
fund; it serves as a cushion oL safety tor ci editors to fall back on. 
By averting insolvency for the individual bank and loi the banking 
system the capital accounts seek to pievent wholesale closings of 
our banks and the depressions associated witli bank closures. By 
preventing insolvency of the banks the cajrital accounts contrilDUte 
to the geneial acceptability of demand deposits at fixed piices, 
thereby qualifying bank debt as money. 

The net worth o( a bank is the sum of the capital accounts. As 
.shown in Table 16. the major elements of net woUh of the insured 
commeicial banks consist of capital stock, surplus, undivided profits, 
and reseives. The capital stock account records the amount paid 
in by stockholdeis when the bank is organized, oi when additional 
shares are sold to stockholders (new and old), or when sums are 
iiamfeiied horn surplus. Ov'er 100 years of epidemics of bank 
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failures have convinced both federal and state governments of the 
necessity of establishing at least minimum requirements for stock- 
holders’ investments in banks. While there are a few notable excep- 
tions, the minimum capital requirements in the states are much 
less stringent than those laid doirn by the federal government. The 
minimum pai value of capital stock outstanding necessary before 
a national bank can begin operations is giadcd according to the 
population of the Iiead-oflice city and according to the number of 
branch ofhces. The minimum capital stock for a bank located in a 
city of 6,000 or less is 3^i)f000; national banks in cities of from 
6,000 to 50,000 are required to have a minimum capital of §100,000; 
in centers with laigei populations the requiiement is §200,000 unless 
state law permits organization in outlying districts of state banks 
with a capital of §100,000 or less, in which case the minimum figure 
is $100,000. For branch banks the common rule is tliat minimum 
paid-in capital requirements increase ivith the addition of each 
branch as though the branch were a separate corpoiation. The capi- 
tal must be entirely subscribed and half paid in, in cash, before 
the bank is allowed to open its doois; tlic balance due must be paid 
in not more than five equal monthly installments. 

Bank stock must have a par value; up to 1927, when a lower par 
value was permitted, all national bank stock Iiad a par value of 
$100 per share. Until 1933, moreover, national banks could issue 
only one class of stock. The Emergency Banking Act ot 1933 per- 
mitted national banks to issue I'oting preferred stock of one or more 
classes to qualify themselves for federal deposit insurance. Some state 
banks ivere permitted by their state laws to issue ]ireferred sliares 
also; because some state banks were not legally permitted to issue 
preferred stock, they were encouraged to issue capital notes and 
debentures which ivere subordinate to deposits, to improve their 
capital structute, and thereby qualify for deposit insurance. The 
preferred shares, capital notes, and debentures of insured banks 
were sold largely to the Reconstruction Finance Corporation, which 
in 1935 held about $1 billion of these issues. Banks used their peak 
wartime earnings to retire these issues, and the amount outstanding 
at the end of 1951 was inconsequential, as can be seen in Table 16. 

Formerly, all national bank shares carried double liability in 
order to protect depositors and other creditors of the bank. This 
meant that the owner of a share of stock could be assessed an amount 
equal to the par value of his stock to meet the claims of the bank’s 
creditors. Thus, the shareholder could lose not only the amount 
of his original investment in the stock, but also the amount of the 
assessment. The requirement proved uncollectible in practice. By 
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discouraging people fiom buying bank stock the double liability 
requirement intertered with laising capital in peiiods of depression, 
and it was abandoned for national banks during the 1930’s. 

Surplus represents an amount, other than the par value of owner- 
ship instruments, permanently committed by oiniers to the bank. 
Some of it is paid-in surplus which aiose through the original sale 
of owmership securities at more than their par value. Thus, if a 
bank sells a share of its stock of §100 par value for $125, a paid-in 
surplus of §25 is created, The practice of selling shares at a premium 
has been common and is done to absoib the organization expense 
and initial operating losses; at tlie time of organization national 
banks are required to have a |>aid-in surplus equal to 20 percent 
of their capital before commencing operations. Siiiphis may also 
arise through tlie doivnivard revaluation {reduttion of piir value) of 
capital stock. Earned surplus, on the other hand, represents earnings 
which the directors have voted to add to the capital arcouiits rather 
than pay them out in dividends. Before dcclaiing dividends on the 
common stock, national banks arc recpiired to cairy to surplus 10 
percent of the net earnings of the picceding half year until the sur- 
plus equals the par value of the capital stock. Undivided profits arc 
earnings not yet allocated eithei to peimanent surplus or to divi- 
dends; they aie increased as income is earned and decreased as 
expenses are paid, losses incurred, dividends declared, and suipliis 
increased. It is common practice to earmark or set aside a part of 
undivided profits or surplus as a reserve for co7itingencies. These 
reserves are set aside in anticipation of a possible decline in the 
values of assets below the net figures at which they are currently 
carried on the balance sheets; this practice permits the bank to 
absorb losses without disturbing the other capital accounts. Reserves 
for contingencies increased greatly in the early 1930’s in response 
to the unsettled conditions then prevailing, but they have since 
declined. 

In any business net ivorth is the result of the original owners’ 
investment and the earnings retained by the business. As is shoivn 
in Table 17, most of the increases in the amount of bank capital 
in recent yeara must be attributed to die retention of earnings. At 
the end of 1951 capital stock made up 31 percent of all insured 
commercial banks* capital accounts, compared with 53 percent in 
1934, 45 percent in 1939, and 35 percent at the end of 1946. Banks, 
under piessure from regulatory agencies to increase their capital 
and finding it difficult to market new shares of common stock, have 
adopted consen'ative dividend policies in order to add to iheii cajii- 
lal accounts. The major components ot banks’ capital ai counts con- 
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TABLE 17 

COMPONENTS OF CAPITAL ACCOUNTS OF INSURED COMMERCIAL 
BANKS ON SELECTED DA'fES 

(Percentage distribution) 


Date 


Type of capital account 

Dec. 31, 
1934 

Dec. 30, 
1939 

Dec. 31, 
1945 

Dec. 30, 
1951 

Common stock, preferred stock, 
capital notes and debentures 

53% 

45% 

35% 

31% 

Surplus 

31 

37 

44 

46 

Undivided profits 

9 

12 

15 

19 

Reserves 

7 

6 

6 

4 

Total 

100% 

100% 

100% 

100% 


Source: Fedeial Deposit Insurance Corporation. 


sist o£ surplus, undivided profits, and reserves. The proportion o( 
total capital accounted for by these three items rose from 47 percent 
in 1934 to 69 percent at the end of 1951. 

The solvency of the bank depends upon the size of the capital 
accounts as well as the stability of the value of its assets. If banks 
held only currency, a fixed-price asset, there would be little or no 
need for capital accounts to serve as a guarantee fund since die assets 
could always be sold at the fixed price at which they were acquired. 
But it should be clear (Table 15) that banks own assets of varying 
degrees of liquidity (quality ol being convertible into cash at a fixed 
price). The larger the volume of noncash assets the banks own, the 
larger the net worth bank creditois desire. If net worth is 50 percent 
of assets, the bank’s assets can be written down at least 50 percent 
before the bank is insolvent; at the other extreme, if bank capita] 
is only 1 percent of total assets, a 2-percent write down in the value 
of the assets is^ill make the bank insolvent. The bank oi^'ners (stock- 
holders) prefei a small ratio of net ^rorth to total assets. If a liank 
earns 5 percent net on its assets and obtains all its funds from stock- 
holders, the shareholder earns 5 percent on his investment. On the 
other hand, if 50 peicent of the funds come from depositors who 
do not receive interest on their deposits, and 50 percent from stock- 
holders, the shareholder will earn 7.5 percent on his investment. 

Despite the importance of the capital accounts in maintaining die 






CAPITAL ACCOUNTS 


155 


solvency of the banks and thus protecting the moneyness of bank 
deposits^ federal regulation of bank capital requirements is not very 
extensive. The ratio of total capital accounts to total assets of the 

FIGURE 9 

BANK capital RATIO OF ALL COMMERCIAL BANKS, 1875-1951 



1870 1880 1800 1800 1910 1920 1830 1980 1950 1960 


Source* Division oE Research and Statistics, Federal Deposit Insurance Corporation. 

nation’s banks has shown a marked downward trend for at least three 
quarters of a century as is shown in Figure 9. The capital ratio was 
around 35 percent in 1876; by 1940 it had fallen to 10 percent. 
During World War II the capital ratio decreased rapidly as the 
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CLASSES OF DEPO$/rS 

i 

Our major concern is witli general deposits, where 
the thing deposited becomes the property of the bank and the 
depositor merely becomes a general creditor. Banks, however, also 
receive special deposits, as bailee, not owner, m which case they 
must return the identical article deposited, such as jewehy or securi- 
ties. In practice, banks receive special deposits infrequently and 
instead prefer to rent boxes in safe deposit vaults in which customers* 
valuables can be stored. As was seen in Chaptci 6, general deposits 
originate either as derivative deposits, which come into being when 
the bank makes a loan or an investment, or as primary deposits, 
which arise ivhen hand-to-hand money, or claims to hand-to-hand 
money as checks on other banks or coupons for bond interest, etc., 
are tuined over to the bank. 

Table 18 classifies deposits of the insured commercial banks in 

TABLE 18 


DEPOSITS OF INSURED COMMERCIAL BANKS, 
DECEMBER 31, 1951 



Millions of dollars 

Percent 


Demand 

Time 

Total 

of total 

General public 

$ 98,858 

§36,057 

$134,915 

82.7 

Individuals, partnerships, 
and corporations 

Certified and officers* checks, 

95,701 

36,057 

131,758 

80.7 

cash letters of credit and 
traveler's cliecks, etc. 

3,157 


3,157 

1.9 

Government 

11,666 

1,780 

13,447 

8.2 

United States 

States and political subdivi- 

3,352 

262 

8,614 

2.2 

sions 

8,314 

1.518 

9,832 

6.0 

Interbank and postal savings 

14,356 

464 

14,810 

9.1 

Domestic banks 

12,975 

27 

13,002 

8.0 

Foreign banks 

1,381 

400 

1,781 

1.1 

Postal savings 


27 

27 


Total 

$124,880 

$38,292 

$163,172 

100.0 

Percent of total 

76.5 

23.5 

100.0 



Source; Federal Deposit Insurance Corporation. 





158 


BANK OPERATIONS 


two meaningful ways: (I) by the type of depositor and (2) by the 
nature of the contract between the bank and its creditors. Classiped 
by ownership, we distinguish deposits held by the general public 
from those held by governmental bodies or those held by banks. 
Deposits of the general public include those held by individuals 
(including trustees), partnerships, and corporations. Deposits of gov- 
ernmental units are generally secured by pledging specific assets, 
notably United States Government bonds, as a guaranty that the 
deposit accounts are safe. Interbank accounts are owed largely by 
commercial banks to commercial banks, although a part of these 
deposits are oived to mutual savings banks and another part to 
foreign banks. 

Classifying deposits by the type of debt contract between the 
banker and his creditor (the depositor), ive can distinguish betiveen 
demand deposits and time deposits. Less than one fourtli of all 
deposits and more than one fourth of the general public’s deposits, 
consist of time deposits. Time deposits are those which the depositor 
is not formally entitled to withdraw before giving the bank 30 days’ 
notice, although in piactice the bank waives its right to notice and 
honors witlidrawals on demand, While some time deposits represent 
idle balances of business concerns, for the most part time deposits 
are largely savings deposits accumulated for a speciRc puipose, as 
the purchase of a house or the acquisition of some other costly 
durable asset, or to maintain a fund which can be drawn upon in 
the event of some emergency. In a sense, savings deposits represent 
investment “by proxy” of the depositor’s surplus funds and payment 
of interest to him on the deposit with the bank. Time deposits may 
be evidenced by time ceitifirates of deposit— instruments issued by 
the bank ^vhich serve as both receipts and promises to pay which 
state the terms of tlie con ti act, including the amount of the deposit, 
the interest to be paid, methods of repayment, etc.— or by open-book 
accounts subject to notice of ^vithdrawal. Most time deposits, how- 
ever, are represented by a passbook which must be presented with 
every withdiaival of funds. The passbook lists all the deposits and 
witlidrawals, and tlius it serves as a record of the depositor’s balance 
ivith the bank. 

As contrasted to time deposits, demand deposits represent current 
funds of individuals and business concerns held for reasons of con- 
venience in effecting payments. They alone are customarily trans- 
ferable by check. Since the advent of the monthly statement system, 
where the depositor receives monthly the statement of his bank 
balance and canceled checks, the passbook contains merely a set of 
receipts tor deposits made. On January 31, 1962 (Table 19), about 
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PRINCIPAL LIABILITIES AND CAPITAL ACCOUNTS OF ALL 
COMMERCIAL BANKS 



TABLE 19 

OWNERSHIP OF DEMAND DEPOSITS OF INDIVIDUALS, PARTNERSHIPS, 
AND CORPORATIONS, JANUARY 31, 1952 


(In billions of dollars) 


Type of holder 

Domestic business 


$55.7 

Nonfinancial, noncorporate 

sn.6 


NonHnancial, corporate 

35.2 


rinancial, noncorporate 

2.1 


financial, corporate 

6.9 


Individuals 


32.7 

Other holders 


5.6 

Total 


$94.0 


Source; Federal Reserve Bulletin (1952), pp. 48S-484. 
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half the deposit balances of $94 billion in the checking accounts 
of individuals, partnerships, and corporations were held by domestic 
nonhnancial business, one tenth by finance (including foieign de- 
positors and banks’ trust departments), and the remainder by indi- 
viduals. 

Included with demand deposits owned by the general public are 
"certified and officers’ checks, cash letters of credit, and traveler’s 
checks outstanding." These are items which are actually in process 
of being drawn out instead of merely subject to withdrawal on 
demand. Certified checks are oi dinary checks drawn by a depositor 
on liis bank and duly certified by the bank. By certification the bank 
definitely undei takes the obligation to pay. It immediately deducts 
the amount of the check from the draiver’s deposit account, and the 
certified check becomes the evidence of the bank’s debt. The bank’s 
obligation ceases when the check is paid upon being presented by 
the bank in which it was deposited. Officers’ checks are similar in 
purpose to certified checks. A depositor may purchase a check draivn 
by the cashier or othei' officers upon the bank and send it to his 
cieditor. He pays for it by decreasing his account with the bank; 
it remains an obligation of the bank until it is presented for pay- 
ment. Such checks are also used by tlie bank in making payment 
for its purchases of supplies, etc. Traveler’s checks, issued in a series 
of stated denominations, are similar in purpose and operation to 
officers’ checks; ivhen issued they are signed, and when negotiated, 
they then are countersigned by the traveler. Finally, cash letters of 
credit (also used by travelers) are promises by a bank to pay sight 
bills draivn on it by the purcliaser and cashed for the purchaser by 
other banks or business concerns.^ 

Table 18 presents the gross figures for demand deposits as they 
appear on the banks’ books. In compiling these figures, no allowance 
is made for tlie time it takes to collect checks; the checks that are 
deposited by the payee in his bank swell the total of his deposit 
balance before they are paid by the bank on which the check is 
drawn and before the amount of the check is deducted from the 
deposit account of die writer of the check. To eliminate this double 
counting. adjusted demand deposits'* are computed by deducting 
the float of cash items in process of collection from demand de- 
posits exclusive of interbank and United States Government dejDOsits 
(that is, from deposits of the general public and of states and political 
subdivisions). This item measures demand deposits as they would 
stand on the books of both banks and depositors if nobody drew 

1 Chapter 21, rntematlonal Finance. 
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any more checks until those no^v being collected had been cleaved 
and subtracted from depositors’ accounts. On December 30, 1951, 
adjusted demand deposits of the insured commercial banks totaled 
.'^98,234 million, in contrast to a total of 5124,880 million of demand 
deposits shown in Table 18. Even tlic adjusted figure overstates the 
amount actually available to depositors since it ignores the fact that 
depositors reduce their balances on their own records as soon as they 
draw checks, but the recipients of the checks do not increase their 
balances until they deposit tliese checks. 

REGULATION Of INTEREST PAYMENTS ON DEPOSITS 

Payment of interest on time deposits is restricted in 
two rvays. The maximum interest which member banks may pay on 
time deposits is regulated by the Board of Governors of the Federal 
Reserve System. Moreover, where state banking authorities have 
fixed maximum rates of interest payable on time deposits at figures 
loiver than those set by the Boaid of Governors, the lower state 
figures become the maximum which can be paid by member banks 
located in that state. The Federal Deposit Insurance Corporation 
(FDIC) regulates the maximum rate of interest paid on time deposits 
by insured banks which are not members of the Federal Reserve 
System. Rates established by the FDJC have been made the same 
as those for member banks as shoivn in Table 20. 

Prior to 1933 interest frequently was paid on demand deposits 
as a result of competition among banks to obtain the larger checking 
accounts. In large measure these competitive interest payments were 
made by large city banks to attract the accounts of banks in villages, 
towns, and small cities. Great concern was expressed by the monetary 
authorities, ivho felt that such competition was undesirable on at 
least two counts. First, it tended to concentrate funds from smaller 
communities in the large financial centers and thereby deprived 
business in the smaller communities of loan facilities. Second, the 
balances of country banks acquired by large city correspondents 
were very volatile and subject to rapid ^vithdraival in depression, 
tiiiis aggravating the depression by compelling city banks to call 
their loans in order to obtain funds to meet the requests for with- 
drawals. Tlie Federal Reseive Act as amended in 1933 and 1935 
prohibits the payment of interest on demand deposits of member 
banks; the Federal Deposit Insurance Corporation issued regulations 
prohibiting interest payments on demand deposits of insured non- 
member banks. 
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TABLE 20 

MAXIMUM rates ON TIME DEPOSITS 


(Percent per annum) 



Nov. 1, 1933- 
Jan. 31, 19.36 

Feb. 1, 1935- 
Dec. 31, 1935 

Effective 
Jan. 1, 1936 

Savings deposits 

3 

2H 

2^ 

Postal savings deposits 

3 

2H 

2^ 

Other deposits payable 

In G months or more 

S 

2^ 

2^ 

In 90 days to 6 months 

3 

2^ 

2 

In less than 90 days 

3 

2H 

1 


Noie: AJaximum lates that may be paid by member banks as established 
by the Boaid of Governors under provisions of Regulation Q, 
Under this icgulation the rate payable by a member bank may 
not in any event exceed the maximum late payable by state banks 
or trust companies on like deposits under the laws of the state 
in which the member bank is located. Maximum lates that may 
be paid by insured nonmember banks as established by the FDIC, 
ellective Febiiiary 1, 1936, are the same as those in effect for 
membei banks. 

Source: Federal Reserve Bulletin, 

SERVICE CHAROES ON DEPOSITS 

During the depression following 1929 bankers weic 
faced with declining earnings because of shrinking loan volume and 
declining interest rates. These lowered earnings had to be used to 
absoib heavy losses which had to be written off. In the face of falling 
earnings die bankers were foiced to analyze the costs of accepting 
deposits. As a result of analysis of the costs entailed in handling 
deposit accounts, banks more ividely imposed service charges on 
unprofitable accounts. Two types of service charges are in common 
use, the flat and the measuied charge. The flat service charge assesses 
a monthly chai'ge against accounts iii which the average monthly 
balance falls below a specified figure. The measured charge specifics 
the number of free checks tliat may be drawn per unit of balance 
maintained. Thus, an individual maintaining an average or mini- 
mum balance of $100 may be permitted to draw ten free checks; 
if the balance falls below this tigure, there is a charge of $1 pei' 
account per month. More recently, pressure on banks to develop 
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additional sources of income has led some to institute a new type 
of personal checking account which does not require the depositor 
to 'maintain a minimum balance but instead charges a fee, for ex- 
ample, per check drawn. Extension of checking account services 
at moderate expense enables low-income recipients to use checks, 
hence expands the use of checks as the means of effecting payments. 

o£POS/r STABiury 

The most important o]>ligation ot a bank to its de- 
positois is to pay out currency (!mnd-to-hand money) according to 
the terms of the deposit contract. This may mean paying out hand- 
to-hand money over the counter or settling adverse balances at the 
clearing house for checks dra^vn on it whidi have been deposited 
in other banks. If the bank is to coniiniie in business, it must meet 
its contractual obligations. Moreovei, uiile.ss its obligations are met 
according to the terms of the deposit con ti act, demand deposits 
would not be fixed-price assets, would not be generally acceptable 
by the community, and would not, therefore, qualify as part of the 
community’s money supply. 

If tlie banker weie certain that new deposits and withdrawals 
would actually offset each other every day, the need for hand-to-hand 
money would be small indeed; in addition, the banker would not 
leqiiire a large volume of liquid (quickly convertible into money) 
assets. In actual piacticc a considerable variation in the rate of new 
deposits and witlidrawals exists from day to day. In planning his 
business operations the banker has to allow for daily, seasonal, and 
cyclical deposit instability. When deposits decline, the bank has to 
pay out hand-to-hand money; if these resources aie seriously de- 
pleted, the bank may have to sell some of its investments or call 
some of its outstanding loans. In large measure, the types of assets 
a bank holds depend on ivhether it can count on its deposits remain- 
ing with it. 

Generally speaking, bankers normally anticipate most stability in 
time deposits and least in interbank deposits, with checking accounts 
of the general public and government deposits in between. The de- 
velopment of deposit insurance, however, may have made all deposits 
less volatile than in the past. 

DEPOSIT PROTECTION 

It will be recalled that the principal means of pay- 
ment in the United States prior to the Civil War were notes issued 
by banks, mainly state banks. Protection of bank creditors by means 
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of insurance was employed in a few states before tlie Civil War and 
was confined almost exclusively to holders of bank notes. Beginning 
in 1907, howevei, eight states— Oklahoma, Kansas, Nebraska, Texas, 
Mississippi, South Dakota, North Dakota, and Washington— insti- 
tuted plans (mostly compulsory but in part voluntary) for the insur- 
ance of deposits of state banks under their jurisdiction. During the 
1920's, however, every one of these plans failed, and the system of 
state deposit “guaranty” was generally discredited. The failure of the 
plans was a result of a variety of factors. Insolvent banks were ad- 
mitted to membership: members were not subject to careful regula- 
tion or examination: the risks were not geogiaphically or econom- 
ically diversified since each plan included only the state banks within 
a single state. Not only was each of the states which had deposit 
insurance primarily agricultural, but also many of them were heavily 
dependent on a single crop. Financing ivas inadequate: the pre- 
miums ivere insufficient to provide insurance reserves to meet the 
peak losses in the recoid number of bank failures that accompanied 
agricultuial depression after World War I. 

We have already remarked that the largest fraction of the nation’s 
money supply consists of demand deposits. There are many instances 
in our economic history when panic shifting of funds from one bank 
to another and eventual panic Avithdrawals of funds by the public 
from the banking system have forced banks to liquidate their assets 
at very unfavoiable times. Distress calling of loans and forced sales 
of bank investments have led to widespread bank suspensions and 
drastic reductions of the nation’s money supply. The upsurge of 
bank failures after 1929, following upon the large volume of bank 
closings throughout the preceding decade, gave rise to a widespread 
demand for deposit insurance under the sponsorship of the federal 
government. 

In 1933, the end of a period in which thousands of banks had 
closed, billions of depositors’ money had been lost or frozen; huge 
ivithdraivals of hand-to-hand money had depleted bank leserves; 
depositors were afraid to place their money in banks; and bankers 
were afraid to make loans. A temporary plan of deposit insurance 
was enacted by the federal government to become effective January 
1, 1934. This plan was revised and made permanent in the Banking 
Act of 1935 and is described as amended in 1950 in the pages that 
follow. 

In its barest outlines, deposit insurance is designed to protect the 
relatively small depositors against losses on their deposit accounts 
and tiius remove one major cause of instability in the nation’s 
money supply. In addition, deposit insurance was designed to pro- 
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vide better supervision and examination (or thousands of banks 
th^t were not members of the Fedeial Reserve System— a class of 
banks that had experienced a very high failure rate in the twenties. 

The deposit insurance system is administered by the Federal De^ 
posit Insurance Corporation, The FDIC, as it is commonly called, 
ivas diartered by the federal government and is managed by a board 
of three directors composed of the Comptroller of the Currency and 
two men appointed by the President with tlie consent of the Senate. 
The corporation was organized with an original capital of $289 
million; $150 million of this was subscribed by the United States 
Treasury and the remainder by the Federal Reserve banks. The capi- 
tal was retired by the FDIC in 1948, 

All member banks of the Federal Reserve System, including both 
national and state member banks, must participate in the system. 
Nonmember state banks and mutual savings banks, at their option, 
may obtain insurance if approved by the FDIC. In passing upon 
applications for admission into the system, the FDIC tonsiders the 
following factors: (1) the financial history and condition of the bank, 
(2) the adequacy of the bank’s capital, (3) the bank’s earning pros- 
pects, (4) the character of bank management, and (5) the need for 
banking facilities in the community. 

An attempt to use the {xipulaiity of federal deposit insurance 
to enlarge the membership of the Federal Reserve System by requir- 
ing the larger state banks to join that system if they wished the 
privilege of federal deposit insurance iras abandoned in 1939. At 
the close of 1951 about 95 percent of the commercial banks of the 
country, holding about 99 percent of the total commercial bank 
deposits, were insured with the FDIC. The FDIC, hoivever, does 
not insure the total deposits of each bank; instead, it Insures only 
the first $10,000 of each depositor’s claim against the bank. Present 
insurance provisions were estimated to cover about 99 percent of the 
total number of accounts and about 54 percent of the total deposits 
in insured banks on September 30, 1951. 

In addition to the originally subscribed capital which it retired 
in 1948, the FDIC receives income from assessments paid by the 
insured banks and from interest earned on its accumulated funds 
ivhich are invested in government securities. At the close of 1948 
the FDIC had repaid the original subscription to its capital; by the 
end of 1951 it had accumulated a surplus of approximately $1.28 
billion. Finally, the FDIC may, if necessary, borrow up to $3 billion 
from the United States Treasury. 

To cover the cost of insurance each bank pays the FDIC an annual 
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premium equal to % 2 of 1 percent of its total deposits. Out of this 
premium income the corporation fiist pays its operating expense 
and losses. Then it adds % of the lemainder to the insurance fund. 
The rest of the premium income is credited pro rata to the insured 
banks, which use this credit in the following year as part payment 
for premiums ivhich become due in that year. The premium is 
uniform for all banks, and it does not take account of the heavier 
failure rate among small banks. The fact that premiums are based 
on total deposits, instead of the amounts of insured deposits, means 
that the large metropolitan banks (only a small proportion of whose 
deposits are covered since they have very large deposits) subsidize 
the small country banks, ivhose deposits are almost completely 
covered. To reduce the complaints of large city banks, the Banking 
Act of 1933 forbade payment of interest on checking accounts, a 
practice coniined chiefly to the larger banks. 

The FDIC actually has two functions: (1) to serve as an agency 
for keeping their deposits continuously available to depositors in 
distressed institutions and (2) to serve as the insurance agency ivhich 
absorbs losses arising out of such action. When a bank closes, the 
FDIC acts at once to maintain the money supply by preventing the 
freezing of depositors’ funds and the shutting off of the community’s 
banking facilities. As fast as claims can be proved, it pays off insured 
depositors in cash or by making a deposit available either in another 
local insured bank or in a new national bank that it organizes in 
case no local banking facilities are available. The FDIC often acts 
as receiver of closed insured banks; the rights of the insured de- 
positors are subrogated to those of the FDIC, ivhich shares in the 
bank’s assets with depositors having deposits exceeding $10,000. 

The FDIC goes further than alleviating the effects of closing; 
instead, it seeks to prevent the closings themselves. First, it can 
decrease the failure rate through its examination and supervision 
of insured banks. These powers are particularly useful in raising 
the standards of small state banks tliat are not members of the 
Federal Reserve System. Second, when an insured institution gets 
into financial difficulties, the FDIC can make loans or buy assets 
to facilitate the merger or consolidation of the distressed bank with 
another insured bank in the vicinity. This can be done only where 
such action promises to reduce the cost to the FDIC in the long run. 
In this way another bank is enabled to assume the obligations of 
the distressed institution without weakening itself. In such cases all 
depositors of the distressed institution, irrespective of the size of their 
balances, are in effect given complete protection. Third, since 1950, 
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the corporation is authorized, in the discretion of its directors, to 
make loans to, purchase assets from, or make deposits in any insured 
bank in danger of closing if continued operation of the bank is 
essential to provide adequate banking facilities for the community. 

What is the record of the FDIC? It paid out S87 million in con- 
nection with the $110 million of deposit^ in the 245 insured banks 
that went into receivership in the years 1933-1951. During this 
period, it also disbursed $191 million in giving financial assistance 
to 172 insured banks having deposits of $427 million. The $101 
million includes $45 million disbursed to protect assets during 
liquidation and expenses incuiTed in connection with liquidations. 
In protecting this total of $537 million of deposits the FDIC has 
incurred lasses and set up reserves totaling .$27 million, or 4.9 per- 
cent of deposits in the banks assisted and an insignificant fraction 
of 1 pei'cent of all deposits in all iusured banks.^ The rccoi*d, by 
years, is shown in Figure 11. 

The question arises, is the future outlook as bright as this record 
implies? In answering it must be remembered that the size of the 
revolving fund needed by the FDIC in its Liquidating and merger 
capacities fai exceeds that needed in its insurance capacity; the 
latter merely represents the difference between the realized value 
of the assets and the amount p:iid to meet depositors’ claims. In 
appraising the future of deposit insurance we must remember (1) 
failures have been very light because of the puige of banks culminat- 
ing in the Banking Holiday of 1933 and the subsequent recovery 
in economic activity and (2) historically over the 70 years from 1863- 
1933 the average annual loss to depositors in suspended commercial 
banks was ^ of 1 percent of deposits in operating banks. About two 
thirds of the total loss of $2.7 billion ocairred in 12 years, and about 
half of the $2.7 billion occurred in the 4 years 1930-1933. If history 
were to repeat itself, the system ivould be acCuarially unsound; fail- 
ures might be so heavy tliat the FDlC’s reserve (nmv equal to %o 
of 1 percent of total and 1.3 percent of insured deposits in insured 
banks) would be all tied up in its claims against banks In receiver- 
ship so that it could not go on paying depositors without help from 
the Treasury. 

On its part, the FDIC, as we have seen, has urged sound practice 
on the banks, in particular, building up their capital accounts. 
Underlying the aggregate situation of the banks, too, is the factor 
of possible greater stability in the economic system as a whole as 
well as in the money supply in the future. Undoubtedly, the failure 

■ Losses suffered b) depositors on uninsured deposits were less than $2 million. 
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record of the deposit insurance system to date cannot be regarded 
as typical for the future, although it is equally unlikely that the 
record bank failures of the past century ivdil be duplicated, Even 
if the future should find premiums and accumulated funds inade- 
quate, in the eyes of the man on the street the deposit insurance 
system carries a moral obligation on the part of the government to 
repair the deficiency of fiozen bank deposits, which the holders 
of deposit accounts would undoubtedly call on it to assume. 

■ BORROWINGS AND OTHER LIABILITIES 

We have seen tliat the bulk of commercial banks* 
sources of funds are debts ivhich banks contract in the form of 
deposit balances; ® a very much smaller fraction of bank funds repre- 
sent the ownership contribution of bank stockholders which appear 
in the capital accounts. In addition to tliese souiccs of funds, banks 
can and do supplement their funds by borroiving from other banks, 
either correspondents in larger centers or Federal Reserve banks. 
Such bon'o^ving may take the foim of rediscounts or bills payable. 
A rediscount is a sale by the borrowing bank with its endorsement 
of loans it holds; while contingent in form, it is regarded as a direct 
liability of the bank. Bills payable are promissory notes issued by 
the borrowing bank and secured either by loans tlie bank has made 
or by other assets, mainly bonds, that it orvns. Excluding bills pay- 
able Co and rediscounts with Federal Reserve banks, national banks 
may not have outstanding bills payable and rediscounts in excess 
of their paid-in and unimpaired capital stock. 

Acceptances outstanding are included in Table 15 with other lia- 
bilities. They represent bankers* acceptances executed by the bank 
for its customers (less its own acceptances which it purchased and 
has tlierefore included in its oivn loans) as well as those executed 
by other banks for the reporting bank. Acceptances arise from an 
agreement by a bank which for a commission accepts bills drat(vn 
on it that are payable at a later date under the terms of a commercial 
letter of credit or acceptance agreement. The sale of the bill or 
acceptance to some other bank, as noted in Chapter 4, actually pro- 
vides the funds. Since customers are obligated to place with the 
bank adequate funds to enable the bank to meet at maturity the 

8 In the latter i>art of the iimeteeiuh centur)* national bank notes provided a large 
fraction of tlic naiioti's money' supply. These notes u'ere liabilities of the issuing 
national bank and ivcre a souicc of funds for banks in the same way as are deposits. 
In 1935 provision was made for rctiiemcnt of the national hank note; hence, they are 
no longer a source of funds for banks and aie not slio wn in Tabie 15. 
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acceptance created on the customer’s behalf, there is on the bank’s 
books a contra asset item, which represents the customer’s liability 
on account of the acceptance, less any prepayment which the cus- 
tomer makes. The conditions under which banks may exercise ac- 
ceptance powers are restricted by law, and they are considered in 
Chapter 10. 

‘There are a few miscellaneous items included among other liabili- 
ties» They consist of such items tvhich are self-explanatory, as reserves 
for dividends declared but not yet payable, income collected but 
not yet earned, and expenses accrued and unpaid. The remaining 
item is the liability to return borrowed securities; it should be 
remembered, however, that the securities themselves are a contra 
item which are included among the assets. 

QUESTIONS AND PROBLEMS 

1. a. What infoimation does the usual bank statement afford as to the 
quality of the institution's assets!* 

b. Should banks be required to supplement the balance sheets they 
publish by profit and loss statements? 

Z. a. "A consolidated statement o£ all our banks (January 1933) shows 
chat foi each $100 of assoi ted assets whicli die banks held, they owed 
$85 to depositors and $15 to stockholders (capital and surplus). . . . 
Any business organized on a i5-perceiit maigin of capital to liabili- 
ties, is only a fail-weather business.” (G. B. K.obin8on, Monetary 
Mischief, New York, 1935, pp. 122, 126.) Do you agree with this 
view? 

b. At the close of 1951 the maigin of capital was less than 7 percent, 
or less than half that in 1933. Does this mean a corresponding 
tveakeiiing of the banks' position? Explain. 

3. Plow does each of tlie following factors alfect tlie proportion wliidi 

checks bear to the total amount of payments in the United States; 

a. Comparative sparseness of population. 

b. Proportion of retail and wliolesale trade. 

c. Economic activity of the region, whetlier agricultural or industrial. 

d. Habit of paying wages by check. 

e. Season of the year. 

f. Status of business confidence. 

g. Eange of incomes. 

4. a. Why do students of money and banking prefer to use demand 

deposits-adjusted in their studies, instead of gross demand deposits? 

b. “When changes in tlie volume of business and financial activity 
are considered, it is found that they are accompanied by alterations 
in debits to depositors’ accounts and in exchange or transactions 
velocity rather than by variation in the amount of adjusted demand 
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deposits/* If this be so, svhat interest does the banker have in the 
activity of his depositors’ accounts? 

5 a. Strictly speaking, is tlie FDIC a mutual insurance company? 

b. Which of its two actual functions do you regard as more important? 
Relate each of its functions to its need for funds with which to 
operate. 

1>. a. “The real basis for the chaige of premiums on uninsured deposits 
Is to be found in the fact that many of the small banks are not 
paying their way and cannot afford to pay their appropriate share 
of the insurance cost/' (J. Vmer, Amertcan Economic Rewew, Sup- 
plement, 1936, p. 112.) Is this desii'able? IVliy or why not? 

b. When it aids in merging insured banks, the FDIC in effect under' 
takes to protect depositors fully, instead of limiting its protection 
to $10,000 per depositor. Explain. 

c. If "deposit insurance is good only so long as through careful super- 
I'ision and eiffeient management the general banking sittiation is 
kept in a sound condition" (A. E. Wilde, Banking, Section 2, Sep* 
tember 1936, p. 5), is deposit insurance then necessary? 

7. Indicate the amount of changes in the appropriate items in a national 

bank's statement that would arise from eacli of the following Cians* 

actions: 

a. The RFC buys $10,000 of the bank’s preferred stock, paying in a 
check on the Federal Reserx'e bank of the district. 

b. The bank receives on deposit in checking accounts (1) $1,000 in 
cash (2) $3,000 in checks on ocher banks that can be sent to the 
Federal Reserve bank for collection, and (3) $2,000 in chedts on 
itself. 

c. The Federal Reserve bank rediscounts for the bank at the rate 
of 2 percent $50,000 of its loans to customers, with an average 
matuiity of 90 d«ys, giving the bank half the sura in Federal Reserve 
notes and half in a credit on the Reserve bank’s books. 

d. A bankers' acceptance for $2,000 which the bank has created for a 
customer falls due and is inescnted for payment. Payment is made 
by check on the bank’s account with the Federal Reserve bank, 
and the account of the customer is charged. 
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CHAPTER 8 


Bank Operations: 

USES OF FUNDS 


w SAW in Chapter 7 that over 90 percent of the 
banks’ sources of funds are deposits. The main obligation of a bank 
to Its depositois is to give them cash tor their deposit when called 
upon. This may entail paying out cuiiency over the counter or set- 
tling adverse clearing balances £oi checks diawn on it ivhich have 
found their way to other banks. 

The present chapter describes the various forms that bank assets 
take and, in so doing, indicates the sei vices rendered to the commu- 
nity by commercial banks as sources of loanable funds. The succeed- 
ing chapter considers the problems faced by banks in building up 
and managing the proportions of vatious types of assets they will 
hold. 

■ CASH ASSETS 

The cash assets of cQmmercialJbank a. are_ frequ ently 
descri bed as jjrimarv reserves. These assets enable the b anks to m ee t 
t hiSirieRal obligation to convert demand depos i ts into cash on d e- 
piand. The primary reserve s^QLtheJaanksu.CQiisjSLi'^iuncfi^^^ 

^^ults and dema nd deposits ^vidi oth er banks . Banks tliat are mem - 
of the Federal Reserve System are required by laiv to carry 
deposits eq»a L..tQ-.a..iracti Qnal_ _prtj j[_Averag£.^ flie 

Federal Reserve bank of their district; these reserves are known as 

173 




174 


BANK OPERATIONS 


legal reserves. In addition, banks normally carry deposit balances 
xvith other banks in the country. 

The necessity for cash leserves has been universally demonstrated 
Tvijerever commercial banking has developed. Prudent bankers Iiavc 
usually developed standards for the maintenance of cash based upon 
experience. In many countries the size of the cash assets is ordinal ily 
left to tile discretion of the individual institution. The epidemics 
of bank faihiies in the history of tlie United States with its many 
unit banks would imply that our bankers, in the past, have operated 
beyond the bounds of prudence. In order to compel uniform mini- 
mum standards of prudence in our country, minimum ratios of re- 
serves to average depositors’ balances are prescribed by law. 

The prevailing legal reset ve requirements depend upon the status 
of the bank involved. The legal reset ve percentages for members of 
the Federal Reserve System are set forth in the Federal Reserve Act 
and are administered by the Board of Governors of the Federal 
Reserve System. Legal reserves of member banks consist exclusively 
of deposits on the books of the district Federal Reserve banks. The 
present minimum and maximum legal reserve requirements on net 
demand deposits ‘ are according to the location of the bank: central 
reserve cities, 13 and 26 percent; reserve cities, 10 and 20 percent; 
country, 7 and 14 percent, respectively; on time deposits at all mem- 
ber banks, 3 and 6 percent, respectively. Legal reserve requirements 
in effect July 1, 1952, on net demand deposits were 24, 20, and 14 
percent for central reserve cities, reserve cities, and country, respec- 
tively, and 6 percent on time deposits of all member banlU. Banks 
are free to hold more than the required minimum amount of reserves 
should they choose to do so. At one time during the 1930 s, in fact, 
excess reserves held were actually much greater than the required 
reserves. 

Nonmember banks must meet die reserve requirements of the laws 
of the state in which they are chartered. While the la^vs in each of 
the forty-eight states show great variation, the common character- 
istics of state legal reserve requirements are: (1) they usually permit 
the bank to count balances witli other banks as pare of the legal 
reserve, and (2) cash held by the bank may also be counted as part 
of the bank's legal reserves, 

Among the cash assets of commercial banks the most important 
in terms of size (Table 21) is the legal reserve account of member 
banks, held in the form of demand balances at die Federal Reserve 
banks* Deposits at other banks (interbank deposits) are tlie next 

1- Defined as gross demand deposits less balances due from other domestic banks 
and cash items in the process of collection. 
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TABLE 21 

CASH ASSETS OF INSURED COMMERCIAL BANKS, DECEMBER 31, 1951 


Millions of 
dollars 

Percent 
of total 

Cash in vault (coin and paper money) 

$ 2,686 

6.07 

Reserve balances with Federal Reseive 



banks (by member banks) 

19,911 

45.00 

Demand balances with other banks in the 



United States “ 

11,557 

26.12 

Other balances with other banks in the 



United States 

41 

.09 

Balances with banks in foreign countries 

49 

,11 

Cash items in process of collection 

9.998 

22.60 

Total 

$44,242 

100.00 


Source: Federal Deposit Insurance Corporation. 

A Except private banks and foreign branches of American banks. 

largest of commercial banks' cash assets in point of size. As v/e noted 
previously, nonmember banks are permitted by most state laws to 
count interbank deposits as pait of tlieir legal reserves. 

Interbank deposits arise from bank correspondent relationships. 
In our country there is an extensive network of correspondent rela- 
tionships. Small rural banks maintain deposits with banks in adjoin- 
ing cities; banks in small cities who act as correspondents for banks 
in rural areas keep balances with banks in largei' cities; banks in 
the larger cities, in turn, often maintain balances ivith the very large 
banks in New York City and Chicago. 

Why do banks serve as correspondents? A correspondent bank 
generally leceives funds in the form of demand deposits on which 
it pays no interest. It can, in turn, use these funds to support loans 
and investments on which it earns income. In addition, the corre- 
spondent may require the banks for whom it serves to pay service 
charges, 

Why do banks use correspondents? Small banks frequently call 
upon their coirespondents for advice in selecting securities for invest- 
ment or for other management problems. Banks make use of their 
deposits with correspondents by routing cJiecks through the latter 
iN^ho clear and collect the checks; coirespondents also collect pay- 
ments at matuiity on securities owned by small rural banks. A bank 
maintaining deposit balances in banks in foreign countries can draw 
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drafts against its account and sell them to its customers who have 
to make payments abroad. 

Originally, legal reserve requirements were visualized as compel- 
ling commercial banks to maintain prudent standards of liquidity 
in ordei to meet promptly withdrawals of deposits in cash. Through 
the years this conception of legal leserves has changed, and it is now 
generally recognized that legal reserves constitute funds that add 
little, if anything, to the direct liquidity of a bank. The law does 
not permit these reserves to l>e depleted for any extended period 
in order to meet demands for cash. Moreover, if a customer with- 
draws $1 million of deposits in cash, the bank can reduce its legal 
reserves by only $200,000 (20 percent of $1 million), which we shall 
assume it withdraws in Federal Reserve notes from the Federal 
Reserve bank. It must look elsewhere than to its legal reserve foi 
the remaining $800,000. 

As a precaution against unforeseen adverse clearing house drains 
or unexpected net withdrawals of deposits in currency, banks cairy 
working reserves in excess of their legal minimum reserve require- 
ments. The working reserves of member banks consist of (1) cash 
in their own vaults, (2) demand deposits with other banks, and 
(3) excess reserves ivith the Federal Reserve banks. For nonmembei 
banks working reserves consist of cash in their vaults and demand 
deposits with, other banks in excess of the legal reserve reciuirements 
of their state. 

It will be noted in Table 21 that vault cash held by the banks is 
relatively small, amounting to 6 pei cent of cash assets and to only 
1.5 percent of total bank assets. The amount of vault cash needed 
varies widely among banks, and at a given bank cash requirements 
vary from season to season. Banks are the cash ^varehouses for the 
community, and these institutions regard having enough cash on 
hand to take care of the regular and exceptional requirements as 
one of then important functions. If insufficient cash is received over 
the counter to meet demands upon them, most banks replenish their 
supply of cash from the nearest Federal Reserve bank, although 
some get it from their city correspondent. No matter what the source, 
the size of vault cash is related to the length of time it takes to 
acquire additional sums. 

Cash items in process of collection include checks, promissory 
notes, and other matured items that banks own and that are in 
process of being collected but for which payment has not yet been 
received. While this item bulks large in the statement, it does not 
provide usable funds in the same way as do deposits at other banks 
or coin and paper money. Instead, the individual bank must reckon 
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that checks on the way to it roughly offset checks it has sent on the 
way to other banks. 

■ EARNING ASSETS: INVESTMENTS 

Banks do earn small rei>eiiue s.JrQm„ser\jce_diaxges 
^ aid by th eir customers and from re nting office ^pace.and safe-deposit 
vau lt srHu t the bulk of Jhe -banks: .inLome. is eamed_ELOin -interest 
receiv€d_sn_tlxeir.Joans. ancLinvestments. In banking circles it is 
customary to distinguish cash assets from earning assets on the banks’ 
balance sheets and to further divide the earning assets into loans 
and investments. It is well to recall that changes in demand deposits 
result principally from changes in the volume of banks' loans and 
investments. 

The traditional view of commercial banking, dating back to the 
eighteenth and nineteenth centuries in Europe, is that the l)anks’ 
assets sliould consist principally of short-term commercial loans. By 
holding these short-term assets the banks, it was argued, would 
possess the most liquid earning assets and would, theiefore, be able 
to meet their demand deposit liabilities when called upon to do so. 
Prior to World War I few commercial banks in the United States 
ever purchased investment securities except for small quantities of 
United States Government bonds, whidi were necessary as collateral 
for national bank note issues or were needed as security for govern- 
ment deposits with the banks. As can be seen in Figure 12, Ixmk 
loans ^vere the dominant earning assets of the commercial banks 
from 1914 through the decade of the 1920's. It is noteworthy that 
during World War I banks' holdings of government securities in- 
creased sometvhat, but loans were still the dominant form of bank 
earning assets. In the later twenties banks’ holdings of investment 
securities other than government obligations rose somewhat only 
to decline after the collapse of the securities markets in 1929. In the 
1930’s bank loans declined shai'ply, and banks seeking outlets for 
their funds 'were ready purchasers of the increasing quantities of 
government securities issued to finance the Treasury’s budgetary 
deficits. In the early I940‘s banks increased their holding of govern- 
ment securities very sharply, and as can be seen in Figure 12, gov- 
ernment securities in the hands of the banks far outstripped the 
volume of bank loans. The Treasuiy’s debt retirement program 
and increased demand for bank loans after 1945 had the effect of 
increasing the relative importance of bank loans among bank assets 
altliough holdings of United States government obligations still ex- 
ceed loans outstanding. 



178 


BANK OPERATIONS 


It is clear from Table 22 that securities issued by the United States 
Government accounted for most of the banks' investments at the 
end of 1951. There are a variety of government securities held by 
die banks. Treasury bills are usually issued weekly by the Treasury 
and mature in 3 months. Offered foi competitive bidding, they are 
sold at a discount— below face value— and are repaid at face value 


FIGURE 12 

PRINCIPAL ASSErS OF ALL COMMERCIAL BANKS 



at maturity; the difference between the face value and the price at 
which they are sold represents the interest earned by die holder. 
Calificates of indebtedness are issued less regularly than Treasury 
bills and ordinarily mature in 9 months or I year; certificates are 
issued at a fixed rate and carry low coupon rates of interest. Since 
the Treasury retires both bills and certificates at maturity by paying 
the holders with checks against its accounts with the Federal Reserve 
banks, they are continually being turned into cash; a bank holding 
bills or certificates can quickly build up its cash reserves by failing 
to buy new issues as their old ones mature. Should the holder of 
Treasury bills or certificates wish to sell his security before maturity 
in order to obtain cash, he can readily find a purchaser as diere is 
an active market for sudi securities. In fact, during World War II 
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TABLE 22 

INVESTMENTS OF INSURED COMMERCIAL BANKS, DECEMBER 31, 1951 



Millions 
of dollars 

Percent 
of total 

Obligations of the United States Govern- 

ment 

§60,599 

82.25 

Direct 



Treasury bills 

$ 7,223 

9.80 

Treasury certificates of indebtedness 

7,536 

10.23 

Treasury notes 

11,274 

15.30 

U. S. nonmarketable bonds 

2.487 

3.38 

Other bonds maturing in: 

5 years or less 

19,645 

26.66 

5 to 10 years 

7,024 

0..53 

10 to 20 years 

3,055 

4.15 

After 20 years 

2,335 

3.17 

Guaranteed obligations 

21 

.03 

Other secuiities 

513,074 

17.75 

Obligations of states and political sub- 

divisions 

5 9.016 

12.24 

Other bonds, notes and debentures 

8,720 

5.05 

Corporate stocks; 

Federal Reserve banks 

237 

.32 

Other coipoiate 

101 

.14 

Total 

§73,673 

100.00 


Source: Federal Deposit Insurance Corporation. 

and through the middle o£ 1947 the Federal Reserve banks agreed 
to purchase all bills offered at a rate of % of 1 percent per annum 
and all certificates at a rate of % of 1 percent. As long as the Reserve 
banks maintained these fixed buying rates, these two issues were 
really the equivalent of cash. Since the middle of 1947 there is less 
certainty in the price of bills and certificates, and tliey are not in 
the same degree the equivalent of casli. 

Tteasury notes usually are issued ^vith 3- to 5-year maturities and 
carry a someiphat higher rate of return than do eitlier bills or cer- 
tificates. It is, however, true tliat if the holder should be forced to 
sell a Treasury note before maturity, there is more uncertainty as 
to the price he can get tlian is true of tlie shorter-term securities 



IBO 


BANK operations 


although the market siiould yield a price near pai. Treasmy bonds 
are the long-term obligations o£ the federal government bearing 
interest and with maturities as much as 20 years or more aivay. The 
longer the maturity of the bond, tlie greater is the fluctuation in 
market price * so that a holder may suffer a loss if he is forced to sell 
on short notice. As long as the Federal Reserve System svas pledged 
to prevent long-teim United States Government bond prices from 
falling beloiv par, the banks ^vere assured of selling these securities 
in tlie market for at least par, and these bonds were nearly the 
equivalent of cash. In the spring of 1951 the Federal Reserve System 
ceased to support goi^emment bond prices at par, and for the first 
time since 1939 tlie long-term issues were sold beloiv par. Since some 
issues sold for less than ninety-seven, many banks ^vere hesitant to 
sell these issues in order to acquire reserves because tliey would 
realize losses on their investments. 

Before World War II* commercial banks were free to purchase all 
marketable government bonds regardless of maturity. During the 
^var the government desired to encourage the maximum purchase 
of Treasury issues by nonbank investors since this course of action 
would not increase the money supply. In order to encourage non- 
bank investors, long-term bonds bearing higher rates of interest than 
those on shorter issues were made ineligible for purchase by a bank 
(“restricted") for a number of years after issue. 

The Treasury also issues nonmarketable securities which are non- 
transferable, hence cannot be sold altliough they can be redeemed 
before maturity at the Treasury or its fiscal representatives. The 
nonmarketable securities consist of savings bonds, savings notes, and 
miscellaneous issues. 

United States savings bonds have been issued since 1935. On May 
1, 1952, seveial modifications were made. Series A to E were sold 
at a discount of 25 percent. Holders of H bonds were permitted to 
extend them as tliey fell due for an additional 10-year period, with 
interest accumulating at the rate of 3 percent. The maturity oi 
ne^vly issued E bonds was reduced from 10 years to 9 years 8 months, 
to increase their yield if held to maturity from 2.9 to 3 percent. 
The bonds may' be redeemed before maturity, the yield rising more 
rapidly than before from zero as the redemption date approaches 
maturity. Series J and K bonds leplace the former F and G issues. 
Series J is a 12-year discount bond sold at 72 percent of maturity 
value. If held to maturity, its yield is 2.76 percent, but like the 
Series E bonds its yield declines if redeemed before maturity. Series 
K is a 12-year bond sold at par which bears interest at the rate of 

9 See Chapter 9. pp. 202 S. 
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2.76 per annum. IE not held to maturity, the yield is graduated 
downward by redemption values less than par. A new Series H bond 
sold at par matures in 9 years 8 months and pays interest currently 
at an ascending scale as close as possible to that borne by E bonds. 
The redemption plan for savings bonds is designed (1) to encourage 
owners to hold them to maturity to get the £:nefits of the higher 
yield and (2) to assure owneis of fixed redemption values rather 
dian subject them to the risks of varying maiket prices as is true 
of marketable issues sold before maturity. 

Treasury sa\dng5 notes are sold at par and mature in three years. 
They aie designed to meet the needs of federal taxpayers and are 
acceptable in payment of any fedeial tax. The tax payment and 
redemption values of these securities aie graduated upward from 
par so that the investment yield rises from their second month, with 
the length of time the issue is held. Armed foices leave bonds were 
issued to servicemen in settlement of their accumulated leave bal- 
ances and mature in 5 years. They bear interest at 2% percent per 
annum; the first became redeemable at par and accrued interest 
after September 1947. 

Special issues ol the Treasuiy consist of notes and certificates 
issued to government agencies and trust funds. In tlie Id.SO’s the 
Treasury guaranteed the principal and interest for certain fedeial 
agencies which issued their own obligations. In 1941 this practice 
was discontinued, and the agencies received funds directly from tlie 
Treasury, ivhich, in turn, received the obligations of the agencies. 
The amount of guaranteed issues has declined steadily since that 
year. 

The commeicial banks held nonmarketable issues of government 
debt, such as United States savings bonds and depository bonds, 
which serve as security for government deposits with the banks. 
In addition to these issues iriiich are the direct obligations of the 
Treasury, banks held small amounts of Federal Housing Administra- 
tion debenture bonds ivhich are guaranteed by the government. 

Banks also held smaller quantities of other securities. Securities 
of state and local governments (often called “municipals") are sub- 
ject to wider price fluctuations than is true of "governments/' but 
they have the added attraction that interest income on these bonds 
is exempt from federal income taxes. 

Corporate bonds differ widely in quality. The risk of default in 
depression is considerable, and the variation in market price is much 
greater than with government bonds. On the otlier hand, corporate 
bonds yield higher returns. In December 1951, as is seen in Figure 13, 
A a a bonds yielded 3.01 percent, Baa bonds yielded 3.61 percent, 
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high'grade (tax exempt) municipals yielded 2.10 percent, and (cax< 
able) government bonds with maturities of twelve years or more 
yielded 2.70 percent. 

Bank holdings of stock are of minor importance. When a member 
bank joins the Federal Reserve System, it is required to hold stock 
in the Federal Reserve bank of hs district in an amount determined 
by its own capital. These shares are an absolutely safe investment 
and pay dividends of 0 percent. Other shares of stock include stocks 
in subsidiaries as safe deposit companies and affiliated banks. Some 
stocks owned by banks have been acquired through default on a 
loan where the stock served as collateral. 

■ BANK LOANS 

Bank loans are important to the bank because they 
account for a large fraction of its income. Bank loans are important 
to us also because they affect the level of economic activity in two 
major ways: (1) expansions and contractions of bank loans alter tlie 
nation’s money supply, and (2) the type of economic activity which 
is supported by the extension of bank loans influences what is pro- 
duced, how much of each product is produced, as well as where the 
products are turned out. 

Like many economic data, bank loans can be classified in a variety 
of ways, In addition to the classification of loans employed by the 
FDIC (Table 23), which is based mainly on the purpose of the loan,® 
the more important gioupings are: 

1. By form. In a loan the bank buys for its face amount an interest- 
bearing note payable in the future and collects interest either at 
maturity or periodically. An example of a loan would be the sale 
to the bank for $100 of a note for $100 due in 1 year and paying 
6 percent interest. At tlie end of the year the customer would pay 
the bank $100 in principal and $6 in interest. In a discountj how- 
ever, the batik buys for its present value a noninterest-bearing note 
payable in the future. For example, tlie bank discounts a $100 note 
due in 1 year at 6 percent and credits the man’s account for $94; 
when the note matures, the man would owe the bank $100. Note 
that a discount always bears a higher rate of interest tlian a loan. 
In our examples, a $6 discount is a larger percentage of $94 than 
is $6 on the $100 loan. Overdrafts occur when a bank honors a 
check written in excess of a depositor’s balance; unlike Great Britain, 

■ The dassiScadon o£ loans in Table 2$ (a not based exclusively on the purpose 
of the loan. In part these loana are dassihed by the business In which the borrower 
is eng^aged example, loans to banks). 
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TABLE 23 

LOANS AND DISCOUNTS OF INSURED COMMERCIAL BANKS, 
DECEMBER 31, 1951 



Millions 
of dollai s 

Percent 
of total 

Commercial and industrial loans (including 

open-market paper) 

?25.788 

44.32 

Loans to farmers (excluding loans on real 

estate) 

3,331 

5.72 

Loans for purchasing or carrying securities 

2,532 

4.35 

To brokers and dealers 

1,571 

2.70 

To others 

961 

1.65 

Real estate loans 

14.487 

24.90 

On farm lands 

983 

1.69 

On residential properties 

11,081 

19.04 

On other piojierties 

2,423 

4,16 

Consumer loans 

10,399 

17.87 

Retail automobile installment paper 

2,724 

4.68 

Otlier retail installment paper 

1,344 

2.31 

Repair and modernization installment loans 

1,150 

1.98 

Installment cash loans 

1,463 

2.51 

Single-payment loans 

3,718 

6.39 

Loans to banks 

149 

.26 

All other loans (including overdrafts) 

1,498 

2.57 

Total, gross 

Valuation reserves 

$58,184 

814 

$67,371 

100.00 


Source; Federal Deposit Insurance Corporation. 


^vhere banks commonly permit prearranged overdrafts for a fee, 
American banks do not approve the practice. 

2. By maturity. Demand loam have no definite maturity date, 
but they are callable at any time by the lender and are payable at 

. any time at the option of the borrower. Time loans have a definite 
maturity date, but tliey may be repaid before maturity witli a rebate 
of discount for the unexpired period. At the lender’s option, how- 
ever, demand loans may be allowed to run indefinitely, and time 
loans may be renewed, 

3. By security. Unsecured (straight or clean) loans are distin- 
guished from loans secured by collateral or by endorsement or guar- 
iiiitee of outside parties. 
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4. By borrower. Loans to customers (regular depositors) are clis- 
tiii^ished from loans to outsiders made in the open market. The 
customers’ loan market is characterized by personal relations between 
the bank and its depositors. In the customers’ loan market the banker 
is under pressure to grant the reasonable requests of his customers 
for loans because the continued success of the bank depends on its 
ability to retain the patronage of its customers. Extensions and 
tene^vals of customer loans are common. Loans to outsideis are 
impersonal; the lender, who purchases the open-market paper does 
not anticipate establishing a continuous debtor-creditor relationship 
with the bonowei, who offers the paper for sale in the open market. 
Tlie borrower offers the paper for sale by turning it over to a middle- 
man, tvho finds a buyer for it; tvhen an open-market loan matures, 
it must be paid,^ 

COMMERCIAL LOANS 

Commercial banking arose when business was more 
commercial and less industrial than it now is. In the eighteenth cen- 
tuiy trade and commerce were impoitant economic activities while 
manufacturing and industry accounted for a much .smaller fraction 
of the total economic endeavor. According to the strict traditional 
definition, commercial loans are granted for commercial purposes 
as distinguished from loans for investment, speculative, or consump- 
tion purposes. A prime illustration of the traditional commercial 
loan tvould be one having a maturity of less than 1 year (preferably, 
not in excess of 90 days), the proceeds of svliich are designed to 
enable the bonower to buy merchandise and make .sufficient sales 
to provide him ^vith funds for repayment of the debt. Thus, it is 
alleged that short maturity meets the typical commercial credit needs 
of business and also enables the commercial banks to secure the cash 
needed to meet tlieir demand liabilities. 

While the banking authorities still adhere to their classification 
“commeicial and industrial loans," the student must remember that 
loans included in this category consist of commercial and capital 
loans. In November 1946 over one third of the amount of commer- 
cial and industrial loans of tlie member banks of die Federal Reserve 
System had an initial maturity of more dian one year. Moreover, 
many of the loans with shorter maturities are renewed many times 
and, therefore, are not short-term loans in fact. 

A large fraction of the commercial banks' loans are made on some 
form of security. In 1946 rouglily tivo thirds of the number of bus!- 

4 See Chapter JO for a more extended discussion of open-mnikct loans. 
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ness loans accounting for 44 percent of the amount of loans were 
secured. As can be seen in Table 24, the most important categories 
of security or collateral are: (1) inventories, where the loan is secured 
by collateral consisting of bills ot lading, tvarehouse receipts, and 

table 24 

BUSINESS LOANS OF MEMBER BANKS OF THE FEDERAL RESERVE SYSTEM 
NOVEMBER 20, 1946, by types of SECURITY 

(Estimates of outstanding loans) 


Major type of security 

Amount 
of loans 
(in 

millions) 

Number 
of loans 
(in 

thousands) 

Percentage 

distribution 

Amount Number 

Unsecured 

S 7.322 

239 

55.3 

35.6 

Secured 

5,799 

410 

43.8 

61.1 

No information 

1J6 

22 

0.9 

3.8 

All loans 

$13, 2 h 

671 

100 0 

100.0 

Secured: 

Endorsed and comaker 

$ 706 

76 

12.2 

18.5 

Inventories 

1,195 

35 

20,6 

8.6 

Bonded warehouse receipts 

420 

7 

7.2 

1.8 

Field warehouse receipts 

62 

1 

1.1 

0.3 

Other warehouse receipts 

458 

1 

7.9 

1.8 

Other inventories 

255 

19 

4.4 

4.7 

Equipment 

706 

in 

12.2 

27.1 

Assignment of title on equipment 

102 

10 

1.8 

2.5 

Chattel mortgage on equipment 

604 

101 

10.4 

24.6 

Plant or other real estate 

943 

77 

16.3 

18.7 

Stocks, bonds, and mortgages 

1,075 

46 

18.5 

11,3 

U. S, Government securities 

S68 

17 

6.3 

4.1 

Other bonds 

90 

2 

2.6 

0.5 

Listed stocks 

297 

18 

6.1 

4.5 

Unlisted stocks 

190 

6 

8.8 

1.6 

Assignment of deed of trust or 

1 mortgage on property not 

mvned by the borrower 

180 

2 

2.2 

0.6 

Accounts receivable 

190 

IS 

3.3 

8.1 

Life insurance 

148 

22 

2.6 

5.3 

Oil runs 

191 

2 

8.3 

0.5 

Assignment of daims 

Assignment of government 

814 

20 

5.4 

4,8 

daims 

21 


0.4 

0.2 

Assignment of claims against 

other tlian government 

274 

13 

4.7 

3.2 

Savings accounts 

19 

6 

0.8 

1.6 
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TABLE 2,^.— Continued 

busi ness loans of member banks of the federal reserve system 
^^vevlber by types of secumt ^ 

(Estimates of outstanding loans) 


Amount Number Percentage 
Major type of security of loans of loans distribution 

(in (in 

millions) thousands) Amo unt Number 


Government participation or 





guarantee 

IS ur 

2 

2.1 

0.6 

V, VT or T loam 


(••)" 

0.4 


RFC participation 

64 

1 

1.1 

0.3 

RFC blanket guarantee 

S 2 

1 

0.6 

0.2 

Federal Reserve bank panici- 





pation or guarantee 

1 

(■•)* 

(••)“ 

(■•)- 

Other security 

212 

5 

8.7 

1.5 

All secured loans 

$5,799 

410 

100.0 

100.0 

C.I. guarantee or insurBnc&<-partial 




2.4 

security 

$54 

16 

0.4 


Note: Figures may not add to total because of rounding. 

Source: Tynan Smith, “Security Fledged on Member Bank Loans to Business," 
Federal Reserve Bulletin (1047)^ p. 665. 
a Less than 500 loans oi 0.05 percent. 

b Where G.I. guarantee or insurance is not die primary security, ciicse loans are 
classiRed according to major collateral; otherwise they arc dassifled under "other 
security," 


trust receipts which convey title to goods in transit or storage; (2) 
stocks, bonds, and mortgages; (3) endorsements and comakers; (4) 
liens on equipment or assignment of title to equipment. 

Large companies^ tvith higher credit standings and detailed bal- 
ance sheets and income statements attested to by responsible account- 
ing firms, are usually able to borrow without the pledge of collateral. 
The principal form of unsecured bank borrowing is the single-nam« 
unsecured promissory note. Commercial loans are commonly evi- 
denced by the borrower’s promissory note because of the practice 
in the United States of making credit sales on open-book accounc 
with a good discount offered for cash payments.® The buyer whose 
credit is good may borrow from the bank on his own straight note 
in order to take the cash discountj since the latter is at a rate in 

> See Chapter 4, p. 71. 
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excess o£ that charged by the bank. Where credit terms are 2 percent 
for payment in 10 days and net terms for payment in 30 days, the 
person using the net terms foregoes 2 percent interest for having 
a credit extended for 20 days. This makes the annual interest cost 
86 percent (360 days divided by 20 days equals 18, times 2 percent 
equals 36 percent), which is considerably higher than the interest 
charged on a bank loan. The seller of the merchandise may borro^v 
from the bank on his own straight note in order to carry his accounts 
receivable from those buyers who do not pay cash but take the net 
terms. In either case, the sale of the merchandise provides funds 
with ivhich to pay off the bank loan. Thus, the credit period (net 
term) prevailing in a particular industry influences the maturity of 
bank loans, ivhile the existence of the cash discount open-account 
system influences the form of the bank loans. 

Since unsecured commercial loans are made for relatively short 
periods of time, the bank’s a*edit analysis is concerned primarily 
with the relation of the borrower’s cun’ent income and cuiTent 
assets and liabilities. While the loan applicant’s liquidity is of major 
importance, the bank also studies the ultimate solvency of the 
would-be borrower. The bank is more thorough in its study of the 
four C’s of credit than is the average business concern. The bank em- 
ploys secondary sources of information, such as mercantile agencies 
and credit bureaus, to supplement both the financial statement it 
obtains directly from the borrower and the inquiries it makes of 
other banks and business concerns. 

In many cases where a bank's customer wishes to borrow at inter- 
vals during a season, the bank will analyze his credit standing and 
establish a maximum line of credit. The line of credit imposes no 
legal obligation upon the bank; but if the customer's credit standing 
remains basically unchanged, he may anticipate obtaining loans up 
to the amount agreed upon. The customer is under no legal obliga- 
tion to utilize all or part of the line of credit. In recent years groups 
of banks have also negotiated “stand-by agreements” with large con- 
cerns. In these agreements the banks definitely commit themselves to 
advance up to a specified sum during a specified period in return 
for a fee based on die unused portion of the commitment. 

Banks have often made two requirements of customeis to whom 
they extend a line of credit. First, the customer may be expected 
to maintain a deposit balance (called a compensating balance) bear- 
ing some relation to the amount he borrmvs or to tlie maximum 
amount of the line of credit. Thus, for example, the customer, may 
be required to maintain an average deposit balance equal to 15 per- 
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cent ot his borrowing or 10 peiccnt of the maximum amount of the 
line of credit. A second requirement, commonly made by the bank 
in extending a line of credit, is that borrowers liquidate or clean 
uj) their indebtedness to the bank annually. Tliis requirement is 
designed to indicate that a Hnn borrowing foi seasonal needs has 
sold its goods and is able to retire its indebtedness. Borrowers en- 
gaged in nonscasonal industries often meet the “clean-up” require- 
ment with the knowledge and consent of their banks by borrowing 
from one bank to pay another, without ever being out of debt to 
the banking system as a whole. Only the boriower*s debt to the 
individual bank is extinguished. 

There are two special classes of commercial loans. Banks discount 
for sellers with the latter’s endorsement trade receivables consisting 
of promissory notes or trade acceptances given them by their cus- 
tomers. To an increasing extent, since the depiession of the early 
1930’s, banks lend against accounts receivable due from customers. 
Banks also make commodity loans secured by documents which con- 
vey title to goods in transit or storage. The bank is concerned with 
the physical integrity of the coUateial (including substitutions), its 
stability in value and marketability, the setting of a pioper valuation 
for the collateral and a suitable maigin for the advance, and its own 
legal position in relation both to the collateral and to the bonower. 
The loans are obviously confined to staples, especially agricultural 
products, in contrast to specialties. 

We shall digress briefly to explain the V, VT, and T loans refcircd 
to in Table 24. During World War II the War Department, Navy 
Department, and Maritime Commission were authoiized to enter 
into contracts ivith financing institutions to guarantee, in ivhole or 
in part, loans made by these institutions to contractois engaged in 
xvar production. V loans ivere designed to assist war contractors 
whose needs for funds were greater than would be obtainable under 
traditional financial standards. The VT loans provided Cor govern- 
ment guarantee of loans by private financial institutions to enable 
war contractors to obtain working capital for war production as well 
as to permit them the use of their working capital upon the termina- 
tion of government contracts. The T loan provided government 
guarantee of loans by financial institutions to war contractors who 
needed interim financing pending payment of their claims by the 
government. With the accelerated mobilization program in the 
United States following the outbreak of hostilities in Korea in 
June 1950, the V loan program was revived. 
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TERM LOANS 

r 

Sometimes kno^vn as capital loans, term loans are 
business loans with a maturity of more than one year. Usually, the 
term loan provides for repayment in installments, either by a scries 
of notes which come due at intervals or by a single note with a 
series of prescheduled payments. 

Term lending is a recent commercial banking practice. In the 
past commercial banks were leluctant to grant loans for continuous 
working capital purposes or for financing acquisitions of plant and 
equipment. The banks objected to capital loans because (1) they 
could not be readily liquidated by sale and had to be kept to ma- 
turity, (2) the relatively long-term maturities made the loans more 
hazardous than a short-term loan where repayment could be re- 
quired if the borrower's credit standing became impaired, and (3) 
bank eicaminers frequently criticized capital loans. After 19.^5, how- 
ever, the banks’ attitudes toward term loans changed largely because 
of their search for additional sources of earnings together ^vith the 
decreased activity of demand deposits. Business concerns, on their 
part, had depleted their liquid funds in the depression years and 
wanting long-term funds found that their own earnings and the 
securities markets could not provide suflEicient amounts. 

Thus, in the later thirties term lending became an established 
feature of American banking. It is estimated that less than $1 billion 
of these loans were outstanding at the end of 1937, and by 1940 the 
amount of term loans held by commercial banks exceeded $2.1 
billion. A survey of the member banks in 1946 attests to the growth 
of term lending; over $4.5 billion or one third of all business loans 
of the banks ^vere term loans. 

The banks have devised a regular pattern for term loans. Install- 
ment repayments are usually called for; over one half the amount 
of member bank term loans had maturities ^vhen granted of over 
5 years ivith only a small fraction running over 10 years. An elabo- 
rate loan agreement, reminiscent of a corporate bond indenture, 
defines the duties of the debtor and the rights of the creditor, thereby 
permitting tlie bank to exercise more control over the debtor than 
would be true if it purchased a Isond. For example, cash withdrawals 
from the business by the debtor are restricted, and the borrower 
may be required to apply earnings in excess of a stated figure to 
accelerated repayment of the debt. The bank’s credit work is ex- 
tensive, and it grams term loans to establisiied concerns with a 
demonstrated earning power well in excess of tlie annual payments 
on account of botli principal and interest. Thus, such loans are 



FIGURE 14 

CLASSIFICATION OF BANK LOANS OF INSURED COMMERCIAL BANKS 
BILLIONS OF DOLUR5 JUNE AND DECIEMBER 



Source. Board of Governors of the Federal Reserve System. 
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largely restricted by considerations of cost as ^vell as safety to medium- 
sized and largei' in contrast to smaller undertakings. Large banks 
are more active in extending term loans than are small banks, ^vhich 
ordinarily do not have the resources or facilities to manage these 
loans. 

If an individual bank does not wish to undertake a term loan 
alone, it may syndicate the loan. ^Vhere the loan is syndicated, it is 
divided among a number of banks, each of which gi-ants a prorated 
share of the loan to the borroiver and receives its prorated share of 
repayments (and losses, if they should occur). 

AGHICULTURAL LOANS 

Faimers require short-term credit to meet seasonal 
and irregular needs just as do business firms. Normally, farmers 
depend on trade credit and bank loans for their short-term fund 
requirements, although a vast maze of government credit agencies 
or government-sponsored institutions have arisen which compete 
with the banks in supplying farmers with the hinds they need. 

LOANS FOR PURCHASING OR CARRYING SECURITIES 

Commercial bank loans for purchasing or carrying 
securities consist of loans (1) to investment banking houses, (2) to 
brokers and dealers in securities, and (3) directly to individuals who 
^visli to borrow part of the purcliase price of securities." 

Investment banking houses in undertaking to float security issues 
for corpoiations and governments generally agree to pay the issuers 
immediately for all the securities at a stipulated price. The in- 
vestment banking house may not have sufficient funds to finance 
its holding of securities in the process of being distributed into 
investors’ hands. These houses 'ivill call upon large city banks to 
extend loans where the securities owned by the investment banking 
firm are used as collateral for the loan. 

Individual investors or speculators may borroiv either from their 
local banks or through brokeis and dealeis ^vhen they purchase 
securities on margin. Wlien the brokers oi dealers assume the re- 
sponsibility of financing the customer’s margin purchase, the brokers 
ordinarily will use their customers’ securities as collateral for a 
broker's loan at the bank. On the other hand, an individual may 
borro^v part of the purchase price of the securities from his local 
bank and ^vill use the securities as collateral for his loan. 

0. Securities arc also used as collateral (or business loans and for consumer loans. 
Real estate is also employed as collateral for business and consumer loans. 
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The Securities and Exchange Act gave the Board of Governors 
of the Federal Reserve System contixjl over margin Teqrrircments 
for brokers’ loans and loans to individuals to finance security pur- 
chases.’ The term margin requirement refers to the proportion of 
tire purchase price of the security listed on a national securities 
exchange which banks and brokers are not periuiited to lend. Thus, 
the loan value of a security is the difference between its market value 
at the time of purchase and the margin requirement. If an indrvidual 
wishes to purchase a serurrty rvorth $200 when the iirargin require- 
ment is 50 percent, he would have to put up $100 of his own money 
and he would be permitted to borrow the remaining $100 of the 
purchase price from his broker or from his bank. At one time margin 
requirements were 100 percent; early in 1963 they were 50 percent. 

Wiren the margin becomes impaired, the loan or accorriu liiecoines 
frozen, and the bank or broker is pcrnrittcd to use his judgnrent 
as to calling for more margin or realizing on the collateral. In 
addition to regulating margins, tlie Federal Reserve Board of Gov- 
ernors is authorized to set a maximum percentage of individual 
member bank capital and surplus which may be icprescntcd by loans 
secured by stock and bond collateial, and it may direct a member 
bank to refrain from increasing its security loans for a period up 
to one year under penalty of suspension of its rediscount privileges 
if the bank docs not heed tlie Board’s warning, 

REAL ESTATE LOANS 

Real estate loans of commercial banks include loans 
to finance the purciiase of land (usually improved) or to finance the 
constiiiction of buildings or other improvements on the land. Real 
estate loans are the obligation of the borrower secured by a mortgage 
on the property. Within the last two decades the lump sum repay- 
ment method, formerly universal, has been supplanted largely by 
the amortized payment schedule, which combines interest and prin- 
cipal payments in a single uniform payment made monthly, quar- 
terly, or in some instances annually. Federal Housing Administra- 
tion (FHA) mortgages are obligations of tlie borroiver, secured by 
a mortgage on the property, and insured by the FHA. Veterans* 
Administration (VA) mortgages are obligations of the debtor, secured 
by a mortgage, and guaranteed by the VA. Both FHA and VA 
mortgage loans call for regular amortization provisions. 

As is evident from Table 23 (page 184), about three fourths of the 
banks' real estate loans are made on urban residential properties. 
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CONSUMER LOANS B 

Consumer loans are a recent addition to commercial 
bank fjortfolios. Prior to 1930 consumer loans were made infic- 
quently by banks, wliich preEerred instead to lend money to con- 
sumer financing institutions which extended credit to consumers. 
The depression alter 1929 and the sharp decline in the demand for 
commercial loans caused bankers to seek other outlets for their 
funds; consumer financing was one field which they entered. Con- 
sumer loans by banks take one of three forms: purchasing install- 
ment paper from retailers and finance companies; making direct 
cash loans to consumers which are repayable In a lump sum or in 
installments; and extending modemi/ation loans under Title I of 
the Federal Housing Act. 

Consumer loans are now an important part of commercial Ixink 
lending. At the end of 1951 about one filth of the commercial bank 
loans were consumer loans. At the end of 1951 commercial banks 
held over half tlie retail automobile installment cjedit outstanding. 
In addition to direct financing of the consumer, commeicial banks 
indirectly support about one half of all the consumer credit by loans 
to finance companies, dcpaitment scores, and other retail units, 
which in turn extend credit or funds to consumers. 

By executive order of the President the Board of Governors was 
empowered in August 1941 to regulate consumer credit. Consumer 
credit controls were administered by the Board through its Regu- 
lation W, whicli set minimum cash doivn payments in varying 
percentages of the purchase price of the durable good and also 
prescribed maximum maturities for consumer credit. The Board's 
power over consumer credit terminated in Novembei 1947, was 
reinstated in September 1948, expired in June 1949, was restoied 
in Septembei 1950, and expired in June 1952. In addition to federal 
regulation, manv states subject consumer loans to special legal pro- 
visions, 

LOANS TO BANKS 

Loans to banks are made mainly by banks in the 
larger centers to their correspondent institutions and were described 
briefly in Chapter 7." 

■ See Chapter 51 on Consumer Credit. 

9 See Chapter 1, p. 169, 
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■ OTHER ASSETS 

On December 30, 1951, other assets (as distinct from 
cash and earning assets) accounted for $2.2 billion out of a total of 
§177.4 billion or assets of all insured commercial banks (Table 15, 
page 150). The largest component of other assets consisted of real 
estate amounting to ^.3 billion. The main items of real estate are 
the buildings in which banks do business (part of which they may 
rent out) and their equipment. Unless appioved by the Comptroller 
of Currency (for national banks) or the Board of Governors of the 
Federal Reserve System (£®r state member banks of the Reserve 
System), tlie investment in bank buildings cannot exceed the bank’s 
capital. Other real estate owned by the bank and not used in the 
business is chiefly acquired by the bank on defaulted mortgages and 
is cariied temporarily by the bank until it can be disposed of on 
favorable terms. National banks are requi^d to dispose of property 
acquired by foreclosure within 5 years from the time of acquisition. 

Customers’ liability on acceptances outstanding refers to the lia- 
bility of customers to reimburse the bank so that it has the Funds 
to meet at maturity the time drafts diawn against it for the benefit 
of the customer. As explained in Chapter 7, customers’ liability on 
acceptances outstanding is the contra item to tlie bank’s own lia- 
bility on acceptances outstanding. Included among other assets 
such self-explanatory items as income accrued but not collected (the^ 
reverse of income collected but not earned) and prepaid expenses as, 
for example, insurance. 

QUESTIONS AND PROBLEMS 

1. Contrast the role of legal reserves and working reserves in maintaining 
bank liquidity. 

2. a. Traditionally, “lending” implies permitting the use of funds on 

condition that they be returned whereas “investing” implies com- 
mitting funds for the sake of income. Does this necessarily imply 
any difference in risk? Any difference between loans and invest- 
ments as a basis for the cieation of derivative deposits? 
b. Contrast loans and investments from the bank’s point of view with 
reference to: 

The initiative it takes in each case. 

The relations with die debtor. 

The share of the obligation it holds. 

The maturity of the obligadon. 

Withdrawal of die resulting derivative deposit. 
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• 

’ , 3. a. From the Federal Reserve Bulletin tabulate the present yields on 
the following issues o£ United States Government sconities; 3 
montlis* bills, 9*12 months’ issues (ceitificatcs and selected notes), 
S-6-year issues (notes and selected bonds), 7'9-year bonds, and bonds 
running 15 years or more. Also tabulate the yields on high-grade 
municijial bonds and on high-grade corporate bonds, 
b. Why buy a 3 months’ bill instead of a 15-)ear United States Gov- 
ernment bond? Why accept a lower yield on a high-grade municipal 
than on a 7-9-year United States Government bond? Is the differen- 
tial between high-grade corporates and long-temi United States 
Governments sufficient to make the former attractive? 

4. a. Why would it noiinally be advisable for a business man to finance 

his peak seasonal needs by borrowing from the bank instead of 
taking the net terms offered by sellers of goods? 

b. Specifically, bow do the terms of sale in an industry influence die 
form and maturity of bank loans? 

c. Would commodity collateral loans be useful to a department store? 
To a maniifacuirei who can set aside part of his premises as a “field 
warehouse" in which to keep a large stock of raw mateiial? 

5. “I think that a properly written term loan, canying provisions foi 
serial repayment, is superior as a bank asset to the continually renewed 
short-term instruments, the lamiliar ’sleepei’ loans, through which 
banks heretofore have engaged in capital financing.” (L. T. Crowley, 
Banking, December 1938, p. 76.) 

a. Explain why. 

b. Show how such loans redect the abandonment in a 1938 revision 
of bank examination procedure by the federal supervisory authori- 
ties of the “slow” classification of loans and the recognition instead 
that loans should be considered in the light of inherent soundness 

^ c. Do term loans help to provide small business with the kind of 
funds they need? Explain. 

6. a. It has been said that the piimary reason for the reduced need for 

bank loans has been tlie changed methods of financing working 
capital requirements of business. Explain. 

b. Why did the National Bank Act forbid national banks to lend 
against real estate? Why did the Federal Reserve Act of 1913 permit 
such loans? 

c. Why is real estate lending subject to more detailed regulation than 
any other type of bank lending? Analyze present restrictions on 
real estate lending by national banks. 

7. Which of the following loan policies do you believe preferable and 
why? That of a bank which prides itself on having no losses during 
the past 20 years, or that of a bank which autliort/es loan officers to 
lend up to a specified amount witliout committee approval but re- 
quires tiiem to obtain such approval in every case in which a loan 
application is refused? 
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8, Indicate the amount of changes in the appropriate items in a national 
bank's statement that would arise from each of the following trans* 
actions: 

a. The bank discounts a 60>day promissory note for $10,000 at 4 per- 
cent. The borrower does not wish actual cash. 

b. The bank buys $10,000 of United States Government bonds at pai 
with a cashier's check, 

c. After default on an interest-bearing collateral loan of $5,000 the 
boriower dies and upon sale of the collateral only $3,000 is realized. 
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Portfolio Problems 


I N Chapter 8 we considered the various forms that 
bank assets may lake. A bank’s portfolio represents a classified ar- 
langcment of its assets. Whether this portfolio is prepared wisely 
is of vital importance not only to the bank itself and to its stock- 
holders but also to its depositors and to the gcnei'al community. 
Since the amount^ character, and distribution of its assets condition 
the bank's capacity to meet its liabilities as well as to extend credit 
and thereby meet the community's financing needs, die portfolio 
represents a problem of broad public interest. 

A critical problem for bank managements as well as the monetary 
control authorities is the need for rcsoh'ing tlie conflict betiveen 
liquidity, solvency, and yield. A bank is liquid when it is able to 
exchange its assets for casli rapidly enough to meet die demands 
made upon it for cash payments. A bank is solvent when the realiz- 
able value of its assets is at least sufficient to cover all its liabilities. 
A commercial bank can satisfy the demands of its ci editors and 
qualify its demand deposits as money if it is both liquid and solvent. 
Yield is important to the bank since it determines the profitability 
of die enterprise to its stockholders. As was noted in Chapter 7, 
retained earnings have been die most important source of additions 
to the net urorth of tlie banks in recent years. Since net worth is the 
margin between solvency and insolvency, increases in net worth from 
retained eainings provide the bank ivith greater protection from 
insolvency. Moreover, the earnings of the banks measure the success 
with which these institutions can attract the resouices they need 
for efficient operations both as private profit ventures and as an 
important segment of the monetary structure. 
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Why is there a conflict between liquidity, solvency, and yield? 
The largest fraction of bank liabilities is payable in cash. It should 
be clear, therefore, that cash is a prime bank asset. Any other lise 
of its funds by a bank will not provide as great immediate liquidity 
and solvency as cash. Cash holdings, however, provide no income. 
Other investments of funds provide the bank with assets that can 
be quickly conveited into cash with little chance of material loss; 
while these assets do increase the risk of loss and decrease liquidity 
as compared with cash, they provide the bank with interest income. 
Still other foims of investment, in which the best interest returns 
are normally available, increase the cliance of loss both during the 
life of the instrument and at its maturity, and particularly if the 
asset must be sold (converted into cash) before maturity. In deter- 
mining the proportions of various assets that it will hold, the indi- 
vidual bank must be mindful of ite threefold obligation to its 
depositors, its stockholders, and the general public. A balanced port- 
folio combines various classes of assets so as to achieve the proper 
proportions of liquidity, solvency, and yield in view of the nature 
of the bank’s liabilities and tlie character of its operations. 

■ LIQUIDITY 


While the appropriate degi'ee of liquidity is a prob- 
lem facing all individuals and enterprises, the maintenance of bank 
liquidity is important for several reasons. The gieat bulk of bank 
liabilities are payable in cash on demand or on short notice, yet by 
far the largest part of bank assets consists of debts payable only after 
a period of time. Moreover, the outstanding obligations of the banks 
to pay cash on demand exceed by far the amount of coin and paper 
money in existence. While the banks expect to be asked to pay out in 
cash only a limited fraction of tlieir outstanding liabilities during 
any shoit period of time, this proportion varies from time to time. 
Without adequate provision for liquidity, the bank has no alterna- 
tive but to close its doors if it is unable to pay its demand liabilities 
when called upon. 

Looked at in terms of their liquidity, a bank’s assets may be classi- 
fied into the following categories: 

I. Primary reseives. 

1. Legal reseiTes. 

2. Working reserves, 
a. Gash in vault. 
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b. Interbank deposits (not part of legal reserves). 

c. Excess legal reserves, 

ll. Secondary reserves. 

1. ’ Prime open-market commercial paper. 

2. Bankers’ acceptances. 

3. Call loans to stock exchange firms. 

4. United States Government securities with maturities under 
5 years. 

5. State and municipal seairities with maturities of 1 year or 
less. 

6. High-gi'ade, readily marketable corporate bonds nearing ma- 
tin ity. 

7. Customers’ paper eligible for rediscount with the Reserve 
banks. 

III. Other loans and investments. 

IV. Other assets. 

PRIMARY RESERVES 

The primary reserves of the banks are the cash assets 
referred to in Table 21, page 175. The primary reserves consist lai'gely 
of the legal reserve account which is fixed by law at a minimum 
percentage of average deposits over a short period (weekly or semi- 
monthly), hence is only available to meet a fraction of the deposits 
witlidrawn; since the legal reserve is established by the monetary 
authority, management cannot exercise any discretion over ivhat the 
minimum legal reserve shall be. The remaining primary reserves 
are frequently described as working reserves, and the size of these 
balances is decided upon by the management. Working reserves are 
cash assets which the banks hold as a precaution against transfers 
of net deposits to other banks or net demands by depositors for cash. 

The primary reserves of the banks whether required by laiv, or 
carried at the banker's own discretion, are designed to meet net 
witlidrawals of cash as they arise from day to day. Since these reserves 
are normally meant to meet only immediate cash needs, it is neces- 
sary that banks be prepared to convert some of their earning assets 
into cash ivhen the primary reserves fall below the level dictated 
by sound management or by law. Since primary reserves yield no 
income, carrying excess cash assets is an uneconomical measure, 
which causes the bank to sacrifice earnings by maintaining excessive 
liquidity. 
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SECONDARY RESERVES 

In order to avoid carrying excessive cash assets while 
at the same time being prepared to convert some of their earning 
assets into cash to meet unforeseeable cash drains, banks pui'chase 
securities or paper that are both readily convertible into cash without 
loss and yield a moderate income. These assets aie called secondary 
reserves, and their major function is to provide liquidity^ income 
is generally regarded as of secondary importance. 

While the concept of secondary reserves is very useful for analyt- 
ical purposes, there is no universally agreed upon line of demarca- 
tion bet^veen secondary reserves and the remaining earning assets 
of a bank. Earning assets, composed of loans and investments, differ 
widely in degree of "moneyness” or prompt convertibility into cash 
(or piimary reserves) without loss. For convenience, those readily 
so convertible, which are "near money," may be termed secondary 
reserves as distinct from other loans and investments. 

Some of the bank's earning assets are immediately convertible into 
cash and clearly wan'ant inclusion among the secondary reserves. 
Call loans by banks to brokeis may be terminated by either party, 
any day, on short notice and thus provide the bank ^vith cash on 
its call. For assets which do not have immediate maturity, ready 
marketability is a prerequisite if the asset is to qualify as a compo- 
nent of secondary reserves. The concept of marketability as applied 
to secondary reserves assumes that such assets are readily salable 
with no appreciable loss. To qualify as secondary reserves securities 
must b'e short-term, since changes in interest rates cause more marked 
fluctuations in the market value of long-term obligation than in 
the market value of short-term obligations. Included tvith short-term 
securities are those which may have been issued a long while ago but 
are now nearing maturity. 

Long-term securities may be readily marketable but, unlike short- 
term obligations, at times only with substantial loss. The reason for 
this is that the risk of fluctuations in the market value of the obliga- 
tion reflects both the credit risk (change in tlie credit standing of 
the issuer) and the money risk (change in the level of market rates 
of interest). 

In order to explain how changes in interest rates affect the market 
values of long- and short-term obligations, we shall contrast the posi- 
tion of the holder of short-term commercial paper witli that of the 
holder of a long-term corporate bond. The holder of a $10,000 note 
due in 4 months paid $9,950 for it if die current rate of interest 
was 1^ percent per annum; the discount of $50 or ^ of 1 percent 
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represents his return if the note is held to maturity. If, instead, he 
S 9 ld it at the end of 2 montlis and the market rate of interest re- 
mained unchanged at percent, he would have earned half the 
discount or $25 and could sell it for $9,975. Now let us assume that 
at the end of 2 months the market rate of interest on this class of 
paper had risen to 2 percent per annum. A new puichaser would 
insist on a discount of $33.33 or ^ of 1 percent for holding the 
paper the two months to maturity so that he would pay only $9,966.67 
for the note. Thus, the original purcliaser having held die paper 
for 2 months would receive only $16.67 instead of $25. He would 
have received his entire purchase price and his income thereon 
would merely have been reduced by % ($8.33) as a result of the 
increase of % (from 1% to 2 percent) in the market rate of interest. 

No'{\r Jet us turn to the position of the holder of a $10,000 cor- 
porate bond carrying a 3.5-percent coupon rate of interest (payable 
semiannually) and maturing in 20 years, 'which ivas purchased at 
face value. The purchaser may be regarded as having purchased 
an annuity for the time being of $350 a year. Assume that at the 
end of 10 years the holder wishes to sell die bond and that the 
market rate of interest on this class of security has risen meanwhile 
to 4 percent. The opportunity of receiving $350 each year might 
seem to be worth only $8,750, since a comparable neiv investment 
of this sum would yield a 4-percent current return. It must be 
remembered, however, that at maturity 10 years hence the debtor 
is obligated to repay $10,000. Thus, the purchaser of the bond for 
less than its face amount of $20,000 would be receiving, in effect, 
each year in addition to the $350 in interest, the discounted value 
of Vio of the difference between the face amount payable at maturity 
and the lesser sum which he paid for the bond. Bond tables, based 
on a mathematically accurate computation show that the market 
price of the bond to yield 4 percent to maturity in 10 years would 
be $9,591 (see Table 25). Thus, a purchaser paying this sum and 
holding the bond to maturity would earn a 4-percent return from 
the $350 annual interest income and the $409 more paid him at 
maturity when he received $10,000. 

Tlie original purchaser of the 20-year bond, selling at the end of 
10 years, would have lost a sum equal to over % of the entire amount 
of interest he received over the 10 years as a result of the increase 
of V? (from 3.5 to 4 percent) in the market rate of interest. Moreover, 
in terms of principal his loss would have been 4.09 percent. The 
substantial loss would hardly make such a bond, regardless of its 
quality, a desirable secondary reserve. 

We can generalize the relationship between die market price of 
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TABLE 25 

CHANGES IN PRICE OF A 3.5’PERG£NT BOND WITH DIFFERENT 
maturities at various MARKET RATES 


Market rate, 
percent 


Years to maturity 


1 

5 

10 

20 

4.5 

99.03 

95.57 

92.02 

86.90 

4 

99.52 

97.65 

95.91 

93.16 

3.5 

100.00 

100.00 

100.00 

100.00 

3 

100.49 

102.31 

104.29 

107 48 

2.5 

100.98 

104.68 

108.80 

115.66 


a bond and its lengtli of time to maturity as follows: the market 
price of a bond at any one time reflects both the coupon rate and 
the maturity date, capitalized at the market rate of interest for the 
class of security. The shorter the maturity, as is evident from Table 
25, the less the possible divei'gence between the face value and the 
market value. Therefore, the holder of a long-term obligation can- 
not count on being able to sell it at any time he desires without risk 
of loss. 

The generalizations about the risks of loss associated with long- 
term bonds apply to long-term United States Governments as well 
as to corporate bonds if there is no intervention in the markets for 
these securities. In the postwar era the Federal Reserve authorities 
maintained the price of government bonds by support purchases to 
keep their prices from falling. In the latter part of 1947 the Reserve 
authorities decreased the support price, and in the spring of 1951 
they restricted their purcliases severely, thus permitting practically 
a free market for government bonds. On April 30, 1962, the bank 
eligible 2%'s due in September 1972 but callable in 1967, were 
quoted at 99.10,* to yield 2.54 percent to maturity. Issued at par 
in October 1941, tliey had risen as high as 109.18 on April 6, 1946, 
and had fallen as low as 96.15 on January 18, 1952. Again, on 
April 30, 1952, the bank restricted 2VS's due in December 1972 but 
callable in 1967, were quoted at 98.15, to yield 2.60 percent to 
maturity. Issued at par in December 1945, they had reached 106.16 
on April 6, 1946, and had fallen as low as 96.22 on January 1 1, 1952. 

There are varied opinions as to the propriety of including cus- 
tomers' loans eligible for rediscount with the Reseive bank as part 
of the banks' secondai 7 reserves. Normally a bank is able to acquire 

iThls Is the conventional notation, but should be read 00 and ten thirty seconds. 
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additional primary reserves through the process o£ rediscounting 
eligible paper or obtaining an advance secured by eligible paper 
from the Reserve bank. Theie are several arguments against includ- 
ing eligible paper among the secondary reserves. Customers' paper 
cannot be rediscounted without the member bank’s endorsement. 
Thus, the bank cannot sell the paper outright as it can bonds, 
bankers* acceptances, and prime commercial paper. The endorse- 
ment entails a contingent liability on the part of the bank to make 
good the paper if it is not paid by the customer at maturity. Even 
if tlie paper is eligible, the Reserve bank is not legally obligated to 
lend or rediscount. Furthermore, since the Reserve banks can make 
an advance to a member bank on a note secured by any collateral 
(albeit at a rate % percent or more above the rediscount rate), it 
might be argued that there is no need for any secondary reserve 
assets. 

. Regardless of the position that is taken in the above discussion, 
we must not lose sight of the fact that by tradition commercial banks 
in the United States are averse to borrotving from the central bank 
because of cost and concern over their credit position. For these 
reasons the accumulation of earning assets by banks has been, and 
will continue to be, influenced by a desire to meet depositors’ re- 
quirements without resoi t to the Reserve banks, if possible. It should 
be clear, however, that the existence of a central bank which is pre- 
pared to increase the primary reserves of the banks by rediscounting 
and making advances as well as by engaging in open-market pur- 
chases and other measures, does reduce the secondary reserve require- 
ments of the banking system to a large extent. 

OTHen LOANS AND INVESTMENTS 

The other loans and investments include all the re- 
maining earning assets. They lack ready convertibility into cash 
(except as noted above) but yield substantially greater rates of return 
than do secondary reserves. The bank can arrange to space the 
maturities of its securities so as to provide an inflow of cash as these 
securities fall due from time to time. 

OTHER ASSETS 

The major component of other assets of the banks 
consists of facilitating assets sucli as the banking house and equip- 
ment. These facilitating assets are typically specialized in nature and 
lack convertibility into cash except at greatly reduced prices. 
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COMMBRCiAL LOAN THEORY 

The requirements o£ liquidity and solvency raise the 
fundamental problem of the appropriate form which bank' assets 
should take. There is a long tradition in banking that commercial 
banks should coniine themselves to making loans to customers, ^vho 
would use the proceeds to increase their woiking capital to finance 
the purchasing, processing, and carrying of inventories of salable 
goods for the borrower’s usual period of inventory turnover. These 
loans were desciibed as self-liquidating since the sale of goods would 
provide the bon'ower with funds to repay the bank loan. The 
doctrine of self-liquidating loans is known by various names— the 
real-bills doctrine, the commercial loan theory, and the banking 
principle. 

The real-bills doctrine, which assumes that commercial loans are 
liquid and other bank loans and investments are not, allegedly 
solves most of the monetary control problems of a nation. As long 
as banks make only self-liquidating loans, bank failures cannot take 
place, earning assets are liquid, and business is accommodated with 
the desired and appropriate amounts of funds. If the reserve position 
of the banks is strained, they can ask the central bank for “accom- 
modation” in the form of rediscounts or loans on the collateral of 
the commercial banks’ advances to business. Since commercial loans 
by the banks would more or less automatically expand and contract 
^vith the “needs” of business, it was assumed that the earning assets 
of both cential banks and commercial banks would respond “elas- 
tically” to the “legitimate” demands for short-term business financ- 
ing. The self-liquidating theory of bank assets was incorporated 
into the Federal Reserve Act in 1913. Under the original act the 
main purpose of tlie Federal Reserve System was to provide more 
adequate machinery for tlie commercial loan theory to function. 
In effect, the original Federal Reserve Act conceived of the central 
bank largely as a passive agent merely accommodating business as 
long as banks extended only self-liquidating loans to business. 

Self-liquidating loans are not the secure liquid assets the real-bills 
doctrine would have us believe. While one bank can insist on repay- 
ment as loans fall due and can refuse to grant new loans, a large 
number of banks cannot simultaneously do so. The mercliants who 
buy the goods the debtors sell ordinarily boirow to obtain funds 
with which to make purchases. Moreover, if debtors do not borrow 
again as their loans mature, tliey are likely to be forced to curtail 
tlieir trading operations; they will reduce the sales of their suppliers 
and make the loans of the latter less self-liquidating. Thus, the 
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market for the borrowers' product depends largely upon new loans 
secured by purchasers, while the bonowers’ own continued produc- 
tion and marketing (and hence purchases from their suppliers) de- 
pends heavily upon new loans that they secure. That is to say, the 
reduction of outstanding loans by some banks depends broadly on 
an expansion of loans by other banks so that a universal attempt 
to reduce outstanding loans would lead to the liquidation of busi- 
ness and large-scale default on bank loans, bank insolvency, and 
probably general depression. 

In view of these facts many writers observed that an asset is liquid 
only if it is shiftable. An asset is said to be shiftable if its holder 
directly or indirectly can find a purchaser if he decides to part ivith 
it. Thus, shiftability may be said to depend normally upon an 
adequate organization of the financial markets. Some bank assets 
are made directly shiftable to other banks or their customers ivhile 
other bank assets are made indirectly shiftable by providing new 
lenders to replace tlie old when paper matures. Only as neiv pur- 
chasers or lenders appear, can the old "bail out." 

For the banking system as a whole the problem of liquidity takes 
a somewhat different form. If there is a widespiead demand for cash, 
markets fall away, and investments prove no more directly shiftable 
than self-liquidating loans prove liquid. Then for the banking system 
as a whole there are only three sources for which cash can be obtained 
to meet a net cash ivithdrawal. First, casli may be withdraw vn from 
the reseiwe accounts in the Federal Reserve bank to the extent that 
reserve requirements are reduced by the decrease in the deposits 
held by the banks. Since the reserve held is only a fraction of the 
deposit withdrawn, most of the drain must be met with additional 
cash that was not previously in the hands of the banking system. 
A second source of cash, therefore, is the issue of additional cash 
by the Federal Reserve banks or the Treasury. The third source 
of cash is the importation of gold from abroad. 

Simply stated, the liquidity of the banking system as a whole 
depends largely upon the ability and willingness of the monetary 
authorities to issue new coin and paper money in exchange for assets 
purchased from or loans to the individual banks, secured by the 
banks' assets. In the Banking Act of 193S and, to a much gieater 
extent, in the Banking Act of 1935 the older philosophy of the 
basically passive nature of the central bank was changed to make 
the Federal Reserve System responsible for maintaining the liquidity 
of tlie banking system by providing cash when needed. 
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■ SOLVENCY 

In the early days of banking in the United. States 
banks were alloived a high degree of freedom in determining the 
types and propoitions of assets they would acquire. In this period 
many abuses developed, and our financial history is characterized 
by a number of periods of unrestrained bank expansion followed by 
interludes of bank failures with resulting losses to depositors and 
holders of bank notes. In ordei to avoid the destabilizing effects of 
bank failures, both legal prescription and administrative regulation 
by supervisors have supplemented the judgment of the individual 
bank in achieving and maintaining solvency. This is done by laying 
down a framework ivithin which the bank can exercise its discretion. 
The restrictions are of two kinds. Capital requirements for banks 
^vere discussed in Chapter 7. The other type of regulation relates to 
the classes of assets that banks may acquire and liold. 

Restrictions on the types of assets tliat banks may acquire and 
hold can be conveniently summarized under the following five 
headings: 

1. Certain classes of assets cannot be acquired. Banks are usually 
forbidden to hold common stocks other than stock in Federal Reserve 
banks, foreign banking corpoiations, and subsidiaries, such as safe 
deposit companies. They may temporarily acquire stock to prevent 
loss on existing loans, but they must dispose of tlie stock within a 
limited peiiod. Finally, banks may also usually acquire real estate 
other than banking premises only to prevent loss on existing loans, 
and their investment in the bank building (including space rented 
to otliers) may also be limited. 

2. The quality of bank assets is controlled to some extent by 
legislation and administrative actions of supervisors. Thus, national 
banks may not acquire bonds regarded as predominantly speculative 
by the principal rating agencies. An attempt has also been made to 
prevent banks from acquiring inadequately secured mortgages and 
highly questionable short-term paper. 

3. Diversification of assets is required. Tlie proportion of assets 
that may be held in certain forms is limited, notably in the case 
of loans on real estate and on stocks and bonds. In part, these restrict 
tions reflect the thougJit that the volume of long-term assets shoujid 
be related to the volume of long-term liabilities, such as time deposits 
and capital stock. Moreover, the amount that may be lent to any 
one borrower is commonly restricted, with certain exceptions*^ to 
10 percent of a bank's capital and surplus, and the same restriction 
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applies to holdings of securities of any one obligor. Such limitations 
pi event the bank from “putting all its eggs in one basket,” and they 
are also designed to curb favoritism in the granting of loans and 
tluis td make bank lending facilities more readily available to pro- 
spective borroivers. It is noteivorthy that the restrictions on loans 
to one borrmver and the large number of small banks in our unit 
banking system have encouraged borroivers to keep accounts in the 
larger hnancial centers, have encouraged borrowing from more than 
one bank, and have also encouraged the flotation of commercial 
paper in the open money market through commercial paper dealers. 

4. Limitations are placed on loans to stockholders, oiflcers, and 
employees. Banks are forbidden to lend against their oum shares, 
since this would in effect reduce their outstanding capital, and they 
can acquire and hold their own shares only temporarily to avoid 
loss on existing loans. In addition, a national bank may not lend one 
of its executive officers more than $2,500, and then only with the 
approval of a majority of its entire board of directors. 

5. For examination purposes securities of high quality are re- 
ported at their intrinsic value, not at their current market value.* 
The new regulations governing the evaluation of securities were 
instituted in 1938 and were designed to relieve banks of the danger 
of loss resulting from a decline in the capital value of high-grade 
bonds so long as they are not actually liquidated in the market. The 
1938 r'egulations had previously been employed in time of crisis to 
avoid technical insolvency of institutions rvhidr experienced un- 
realized depreciation on securities they intended to hold. The evalu- 
ation procedure relieves banks of the danger of loss resulting from 
a fall in the market value of high-grade bonds so long as tlrey are 
not liquidated in the market and so long as the banks have ample 
supplies of short-term securities to provide liquidity. Thus, the new 
regulations have the effect of encouraging banks to invest larger 
sums in high-grade bonds. The terms of the regulation permit banks 
to carry “approved bonds” (general market obligations rated within 
the first four groups by leading security rating services as well as 
unrated securities of equivalent value) at purchase price less equal 
annual amortization of premiums, if purchased above par. Sub- 
standard bonds not in default, if depreciated, have half the depreci- 
ation deducted in computing the bank's "net sound capital” position. 
All stocks and bonds in default are carried at their current market 

9 Security issues are lequlrcd to be large enough and ivLdcly enough distributed 
to lie readily niaikciablc at their intrinsic value, or else their issuer must be able to 
cover interest and amortize 76 percent of principal by maturity. Note that this provi- 
sion is not only designed to protect the solvency o£ the bank but is also intended to 
ensuic the institution's liquidity. 
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value. Net depreciation on the latter two is classed as “loss,” as is 
half the depreciation on the substandard bonds. The bank can 
ignore depreciation on the approved bonds. 

In the same year (1938) the supeiwisory authorities established a 
uniform classilication of loans. In 1949 the loan classification was 
altered, and present practice classifies bank loans into four gi'oups. 
First are loans whose repayment appear ceitain regardless of matu- 
rity; second are “substandard” loans which require careful attention 
because of the degree of risk of nonpayment; third are loans whose 
collection is "doubtful,” 50 percent of which must be written off 
in calculating the banks' “net sound capital”: fourth are loans which 
are considered "loss" and must be charged off entirely. The new 
method of classification permits banks to make loans which are not 
short-term or self-liquidating without fear of being judged insolvent 
by tlie examining body. 

It may also be mentioned that national banks are restricted in the 
rate of interest charged on loans. They are limited to the greater 
of the rate permitted by the state in which located or 1 percent above 
the Federal Reserve discount rate on 90-day commercial paper. If the 
state has not set a legal maximum rate for bank loans, then the 
maximum is 7 percent. In addition, a national bank is peimitted 
to make reasonable service cliarges for credit investigation, collection 
of installment payments, examination of titles, etc. The penalty for 
charging an excessive interest rate is forfeiture of the full interest 
or, if the bank's customer has already paid, tlie bank must return 
twice the amount of interest collected. 

During the mid-thirties there was widespread complaint that the 
banks displayed such caution in their lending and investing as to 
deprive business, especially small business, of needed financial facili- 
ties. While this claim was not proved by several investigations, it 
points up the thought that the interest of the banks and the commu- 
nity may clash. Banks may lend as much as they can during periods 
of prosperity, when the demand for loans is relatively great and 
loans appear relatively safe. Conversely, banks may tend to reduce 
loans in periods of depression, tvhen the demand for loans is falling 
and the risk in lending appears to mount. In the one case, the result- 
ing increase in money in the form of deposits may be in excess of 
the community's needs, thereby producing inflation; in the other 
case, tlie decrease in the money supply may reduce spending, output, 
and prices still further, thereby aggravating the depression. Thus, 
some feel that commercial banks, left to themselves, tend to follow 
the tide of business and accentuate tlie expansion and contraction 
of economic activity. 



BANK EARNINGS 


211 


In addition to central bank credit control measuies discussed in 
Ps^rt III| one suggested remedy in depression is for government guar- 
antee of loans or government participation in bearing part of the 
risk involved in loans. A substantial number of government agencies 
have been autliorized to underwrite or guarantee loans by banks 
and other lenders to consumers, farmers, business firms, and other 
bon*owers. By assuming part of the risk in lending the loan-guarantee 
program was designed to increase the volume of loans extended by 
lenders in depression when lending institutions were reluctant to 
undertake the risks involved in granting loans. In addition to loan 
guarantees, a number of government lending agencies were estab- 
lished in die depression, during World War II, and in the postwar 
years. These agencies obtain funds by issuing direct obligations of 
the federal government or obligations guaranteed by the government 
which are sold to the public, including banks, who desire high-grade 
investment securities. The lending agencies, in turn, use the funds 
to make loans. In one sense die direct lending or loan-guarantee 
programs are designed to maintain bank safety without sacrificing 
the availability of loans. The success of such plans, of course, depends 
on the wisdom displayed by the guaranteeing or lending agencies in 
demonstrating to private lending institutions the availability of 
sound loan opportunities. 

■ BANK EARNINGS 

The results of the management of bank portfolios are 
reflected in the profitability of bank operations as shown in Table 26 
and Figure 15. Net profits after taxes serve as a barometer for both 
creditors and stockholders of the banks' success as going business 
concerns. 

The banking business is diaracterized by a small margin of profit 
on a large volume of business. In 1951 despite total cun-ent operat- 
ing earnings of 2.6 percent of total assets and 1 percent after deduct- 
ing current operating expenses, the insured commercial banks were 
able to earn 7.8 percent on their net wordi because they held about 
|16 of total assets for every dollar of stockholders' investment. Aftei' 
adjusting for losses and recoveries on assets and deducting income 
taxes, net profits were 0.54 percent of the total assets. The net profits 
in 1951 were disposed of in two ways. About 46 percent were paid 
out as cash dividends and interest on boiTowed funds while the 
remaining 54 percent of net earnings were retained in the business 
and added to the capital accounts. 
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TABLE 2G 

EARNINGS AND EXPENSES OF INSURED COMMERCIAL BANKS. 1951 


Millions of 
dollars " 

Percent 
of current 
operating 
earnings 

Percent 
of total 
assets 

Total current opeiating earnings 

.H395 

100.0 

2.60 

Interest on U. S, Government obliga- 




tions 

$ 984 

22.4 


Interest on otlier securities 

249 

5.7 


Income and discount on loans’’ 

2.425 

55.2 


Service charge on deposit accounts 

231 

5.2 


Other current earnings 

507 

11.5 


Total cunent operating expenses 

§2,701 

61.5 

1.60 

Salaries and wages 

§1.351 

30.7 


Interest on deposits 

385 

8.8 


Other current expenses 

965 

22.0 


Net cun*ent operating earnings 

§1,694 

38.5 

1.00 

Net charge-oifs in excess oC recovciies® 




Income taxes 

559 



Net profits after taxes 

908 


.54 

Cash dividends declared and interest 




paid on capital 

419 



Net profits retained in capital accounts 

489 




Source: Federal Deposit Insurance Corporation, 

n Components do not neccssaiily add to totals because of rounding. 

Interest and discount <S2.9Q0) plus scivlcc charges and other fees on loans ($95). 
e Details as folloivs; 

Recoveries, transfers Losses, chaige-oITs, 



Fiom reserve ac* 

and transfers to re- 


counts, and proAts 

sciTc accounts 

Total 

icg 

396 

Securities 

84 

116 

Loans 

61 

226 

All othci 

84 

65 


The relative size of the different kinds of insured commercial bank 
operating earnings and the vaiious categories of costs incurred in 
making these earnings for the year 1951 are also shown in Table 26. 
The chief source of current operating earnings ivas income from 
loans; over half the current operating earnings were derived from 
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this souice. Over one fourth of current operating earnings were pro- 
duced from interest on securities, the bulk of which were United 
States Government securities. Income on loans provided more rev- 
enue tb banks than did interest on securities despite the fact that 

FIGURE 15 


SOURCES AND DISPOSITION OF TOTAL INCOME OF INSURED 
COMMERCIAL BANKS, 1951 

SOURCES DISPOSITION 



TOTAL INCOME $4,564 MILLION 

Source: Division of Research and Statistics, Federal Deiiosit Insurance Corporation, 


56 percent of tlie earning assets consisted of securities. The greater 
contribution to current operating earnings from income on loans 
is explained by tlie higher average rate per annum of income ob- 
tained on loans (4.45 percent) than the average rate on securities 
(only 1.71 percent). 

Total expenses of the insured commercial banks in 1951 were 
62 pel cent of current operating earnings. Salaries and wages were 
the largest single item of operating expenses. Net earnings amount- 
ing to 38 percent of total earnings are not all net profits available 
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for distribution to the stockholder or for reinvestment in the busi- 
ness. Charge-offs for losses and reserves for bad debts must be de- 
ducted and recoveries on loans and investments previously charged 
off must be added.® Income taxes must be deducted in order to 
ascertain net profits after taxes available for distribution by the 
board of directors. 

QUESTIONS AND PROBLEMS 

1. a. Distinguish between assets that are merely ''liquid” from the point 

of view of the individual bank and those that are “liquid” from 
the point of viciv of the banking system as a whole. Give an example 
of each class of asset. What term may be applied instead to the 
former? 

b. “A solvent bank need not necessarily be a liquid bank.” Explain 
why, indicating how solvency and liquidity are measured. 

2. Conti ast the situation of the member banks of the Federal Reserve 
System today with their situation in 1929 with respect to: 

a. Character of portfolio. 

b. Reserve position. 

c. Safety. 

d. Profitability. 

8. Do you believe tlie newer supervisoi 7 procedures represent an im- 
provement over the former practices: 

a. In respect to classification of bank loans. 

b. In respect to evaluation of security holdings. 

4. Comment on the suggestion that a particular bank’s needs for sec- 
ondary reserves be computed by adding the expected maximum fluctu- 
ations in deposits to the changes in local loans if tliey move in opposite 
directions, and subtracting the one from the other if they move in 
the same direction. (E. Hartzel, “The Measurement of a Bank's Sec- 
ondary and Investment Reserves,” Journal of Business, 1934, p. 844.) 

5. “With banks holding large amounts of Government securities and the 
Federal Reserve ready to absorb tliem, it is not apparent how increased 
reserve requirements can reduce reserves available for loans.” (J. M. 
Dodge, Banking, 1948, p. 124.) Explain. Have conditions changed 
since this statement was made? How? 

6. “The commercial bank’s business has two principal phases: receipt 
and disbursement of demand deposits and temporary advances to 
manufacturers and merchants. These two functions need not be con- 
nected at all, however, and there arc economists who maintain that 
certain objectionable consequences flow from such a union.” Do you 
agree with each of the latter two statements? Explain. 

s The practice of making additions to icsci ves was itimulutcd by the December 8, 
1947, ruling of the Commissioner oC Internal Revenue perniiitiiig banks to accumulate 
limited amounts of tax-free reserves for bad debt losses on loans based on B years* 
average loss experience over the preceding 80 years. 
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7. Could ordinary commercial business operate satisfactorily on the 
profit margins shown by commercial banks? Does this mean that com- 
'mercial banks are necessarily less sound? Less profitable? Support 
your position by citing ratios between items in the bank statement 
and/or income account. 
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CHAPTER 10 


The Money Market. 
Commercial Financing 
Facilities 


I N THE last chapter we saw that banks rely upon 
their secondary reserves to replenish theii primary reseives. These 
secondary reserves are readily convertible into casli ^vithout loss. In 
recent years ^vhen commercial banks have had easy access to the 
central bank for additional primary reseives, emphasis upon the 
need for secondary reserves has not been as gieat as it ^vas before 
central banking facilities were developed. If a central bank is willing 
to lend freely, the commercial bank may look to it to lej^lenish its 
primai 7 reserves in times of need. Such occasions would arise mainly 
when the community wished to conveit deposits into currency. In 
the United States a member bank may rediscount with its district 
Reserve bank any eligible paper which it possesses; it may borrow 
for short periods on its o^vn note secured by commercial paper or 
obligations of the federal government; moreover, it may borrow, at 
a slightly higher discount rate, on the security of any of its assets 
which are acceptable to the Resei've authorities. Prior to 1913, banks 
looked to their correspondent banks in the larger centers. 

Regardless, however, of the facilities provided by the Federal Re- 
sc*rve System, there is a tradition among commercial banks in this 
country against borrowing continuously or heavily from the Reserve 
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^ banks.^ Insofar as the prejudice against boiTowing from the central 
bank does exist, most bankers would prefer to operate with their 
owh resources so far as possible. Thus liankers would maintain siz- 
able portfolios of secondai 7 reserve assets ivhich may be converted 
into primary reserves if that action is found necessary. Generally, 
secondary reserves comprise indirect or impersonal loans made in 
the open market by purchase of paper and securities offered for sale 
there. Included among short-term impersonal paper are bankers’ 
acceptances, open-market commercial paper, brokeis’ loans, and tlie 
short-term obligations of governmental bodies. The obligations meet 
certain qualitative tests and are of more or less standardized types. 
Instead of there being direct contact between borrowers (sellers of 
paper) and lenders (buyers of paper), dealers or biokers link together 
the ultimate bon-oweis and lenders. 

■ THE MONEY MARKET 

Unfortunately there is no standardized, universally 
accepted definition of the term “money market." In its broadest 
sense, the money market denotes all the available facilities for bor- 
rowing and lending money. In this sense the money market Includes 
the market for long-term as well as short-term borrowing or lending. 
Many ivriters prefer to refer to the market for long-term funds as 
the capital market and restrict the teim money market to the market 
for short-term funds. In the more restricted sense the money market 
consists of two sectors: (1) the direct, or customers' loan market, 
distinguished by the close and personal connection betiveen the 
borrowing customer and his bank and (2) tlie impersonal or “open” 
money market, characterized by objective relations betiveen the 
borrower and lender where the loan is usually negotiated through 
middlemen and the lender and borrower do not meet. The term 
money market shall be used hereafter in a narroiv sense, viz., the 
open money market. 

The open money market is informally organized. For the most 
part, tliere is no formal meeting place at which the middlemen come 
together as in the buying and selling of securities on the stock ex- 
changes. As in all free maikets, there is a group of borrowers (provid- 
ing demand for funds) competing among themselves for funds, a 
gi*oup of lenders (providing supply of funds) competing in the place- 
ment of funds, and a group of middlemen who provide facilities 
for bringing together the bids and offers of the boriowers and 

1 W. R. Burgess, The Reserve Banks and the Money Market, 2d ed. (New York, 
1016), pp. 219-20. 


218 


THE MONEY MARKET 


lenders. The negotiations aie carried on in the ohices of brokers, 
dealers, and banks with the use of the teleplionc, teleffiapli, and mail. 

To those with short-term funds, the money market provides a 
temporaiy outlet; to those seeking Funds, it provides a soiiice of 
supply. Through it funds aie made mobile. Both debtors and cred- 
itois obtain access to a bioader market oigani/ed on a regional and 
in some markets, on a national or intei national scale. The relatively 
high degree of competition on both sides results in uniform prices 
that reflect underlying economic forces for identical obligations. 
Through the market, too, individual banks are enabled to adjust 
their resen'e positions. Banks pin chase paper arising in the money 
market because of its high quality and because it provides a means 
of diversifying loan portfolios. Tliey sell paper in the market as 
circumstances arise which require banks to add to their cash. 

The money market is not a single simple market but is a family 
of closely related markets, each having an individuality of its own. 
The bankers’ acteptance and commercial paper markets provide 
specialized commercial hnancing facilities to finance foreign and 
domestic trade. The call and time money market facilitates the flota- 
tion of new issues and trading in existing .securities. Each of these 
markets has as a counterpait direct financing for their customers 
by commeicial banks. Tlie United States Government securities 
market, ranging all the way fioin Treasury bills to long-term bonds 
but confined tor the present pm pose to issues maturing in not over 
5 years, helps finance the deficits of the government. The market 
for “federal funds” provides facilities to enable banks with reserve 
deficiencies to acquire temporarily needed reserves. 

Prior to 1913 the call-loan and commercial paper markets were 
the most impoitant sectors of the money market and during the 
1920’s the call-loan and acceptance markets piedominated. Since 
1929 the United States Government securities market has far over- 
shadowed all otheis, as is evident from Table 27. 

INTEREST RATES IN THE MONEY MARKET 

The markets that comprise the open money market 
are closely interi elated so that conditions in one market affect the 
others. The broad competition that exists tends to set, at any one 
time, n pattern of rates between the diffeient classes of paper and 
securities in the various money markets as well as between them 
and loans by banks to customers. In general, the rate differentials 
noted in Table 28 are based more on differences in demand than 
in supply, since all the open money markets draw heavily on one 



, TABLE 27 

MONEY MARKET SECURITIES OUTSTANDING IN SELECTED YEARS 
(000,000 omitted) 


Yeai 

Bankers' 

acceptances 

Commercial 

paper 

Brokers' i 
loans 

Treasury 

bills 

Treasury 

certificates 

Tieasury 

notes 

1929 

$1,732 

$334 

$3,990 

$ 100 

$ 1,306 

$ 1,885 

193S 

764 

109 

845 

1,003 

1.628 

4,880 

1941 

194 

375 

389 

2,002 


5,997 

1945 

154 

159 

795 

17,037 

38,155 

22,967 

1951 »' 

490 

434 

695 

18,102 

29,078 

18,409 


Source: Bait king and Monelary Statisiks, pp. 465'67, 500, 509-10, and Federal 
Reserve Bulleltn. 

a Brokers borrowing on collaicral in New York City, 1929-19<(1; horiowings from 
banks in New York City anti clscivlicrc as n'cll as from otlier lenders (not Incliiiling 
mcinhci's of national scciiiitics exchanges) 1015, 1051. 

b Whereas insiiictl coniincrtlal banks held nlinost all the First three Conns, at the 
end of 1051 they held only S7,:jl{) million of Treasury bills, $7,526 million of ceLtlFi- 
aitcs, and $11,256 niillion of notes, rcdcial Reserve banks held $506 million of bills, 
$12,708 million of certiFicatcs and $5,060 nnlliun of notes. 


TABLE 28 

INTEREST RATES ON MONEY MARKET SECURITIES IN SELECTED YEARS 

(Average percent rates per annum) 


Year 

Prime 
bankers' 
acceptances, 
90 days 

Prime 

commercial 

paper, 

4-6 months 

Stock 
exchange 
call loans, 
renewals 

Treasury 

bills, 

3 montlis 

Treasury 

issues, 

9-1 2 mondis 

Treasury 
issues, 
3-5 years 

1929 

6.03 

5.85 

7.61 




1933 

.63 

1.73 

1.16 

.515 


2.66 

1941 

.44 

.54 

1.00 

.103 


.73 

1945 

.44 

.75 

1.00 

.375 

.81 

1.18 

1951 

1.60 

2.17 

2.17 

1.552 

1.73 

1.93 


Source: ^a»/king and Monetary ^latisticSt pp. 448, 460, and Federal Reserve 
Bulletin, 
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common source of supply, namely, the commercial banks. The rate * 
differentials are explained not only by the degree of risk and ,dif- 
ferences in maturity of the paper and securities, but also by differ- 
ences in terms of loan contracts, legal restrictions, liquidity of various 
types of paper and other factors. As is also evident in Table 28 and 
Figure 16, there ai'e not only differentials in rates at a given moment 
of time but also the whole structin e of rates may change from time 
to time. The level of rates in every classification of money market 
paper manifested wide changes over the last two decades. 

A brief discussion of the maiket for federal funds will be followed 
by a description of the principal money maikets. 

■ FEDERAL FUNDS MARKET 

Federal funds are deposits with the Reserve banks 
or checks drawn on either the Reseive banks or the Tieasurer of 
the United States. Developed during the I920’s when excess reserves 
of the banking system were negligible, the federal funds market 
dwindled in importance as member banks accumulated large excess 
reserves during the early 1030’s, Essentially federal funds are a means 
of providing legal reserves on a temporary basis by banks or others 
with excess balances to banks with legal reserve deficiencies. The 
operations are fairly simple. A borrowing bank receives a check on 
the Reserve bank or on the Treasurer of the United States and in 
return gives its own cashier’s check with agreed-upon interest for 
1 day. Tlie bonwing bank’s account with the Resei’ve bank is 
credited immediately, while its check is cleared the following day. 
Thus, the bank with a reserve deficiency acquires reserves for 24 
hours for which it pays interest for 1 day’s loan. The transaction 
amounts to a trade of checks (on the Federal Reserve bank or 
Treasury) payable today for checks (on a member bank) payable 
tomorrow and carrying interest for that 1 day. 

Federal funds are usually traded in million-dollar units and the 
rate of interest at ^vhich funds are dealt in is largely determined by 
the rediscount rate at the Reserve bank. If reserves are tight, the 
federal fund rate goes above the rediscount rate, and if reseives are 
plentiful, the federal fund rate goes belo'iNr the rediscount rate. The 
principal suppliers as well as users of federal funds are the member 
banks. The borrowing bank obtains a temporary advance which 
enables it to adjust its portfolio while tlie lending bank earns interest 
on its balances with the Reserve bank which are nonearning assets. 



Source: Bonid of Governors of the Federal Reserve System. 
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■ BROKERS^ LOAN MARKET^ 

The shoit-term paper oiiginating in the negotiation 
o£ collateral call and time loans by biokers piovides banks with 
secondary reseive assets. While Ear less than in the 1920’s, biokers' 
loans still provide a substantial outlet for short-term funds oC the 
banks (Table 27). There are ttvo .standard types of brokers’ loans: 
call (demand) loans and time loans. A call loan may be repaid by 
the broker or called by the lender at any time following the day 
on which the loan is extended. A time loan is extended for a definite 
period, and at maturity it is eithei repaid or renewed. Apart from 
differences in maturity, call and time Joans are similar. The proceeds 
are used to finance security purchases and the terms of the collateral 
loan agreements are essentially alike. 

The brokers’ loan market represents one part of the security loan 
field, which includes loans to customers secured by stocks and bonds. 
An individual wishing to purchase securities without paying the full 
price may negotiate a loan directly with his bank, leaving the stocks 
and bonds as security or he may go to his broker, put up a sum of 
money in partial payment and rely upon the broker to bonow the 
funds necessai 7 to make up the balance. The reader will recall fiom 
Table 23 (page 184), that the insured commercial banks’ loans to 
biokers ancl dealeis at the end of 1951 were $1,571 million compared 
with security loans to individuals and otliers amounting to $961 
million. 

Brokers boriow at times to purchase securities for tlieir own 
account. Dealers also carry securities they have underwritten but 
have not yet distiibuted to investors. The major demand for brokers’ 
loans arises from the need to finance customers’ purchases of securi- 
ties on maigin. When a broker buys securities for customers who 
trade on margin, he retains possession of them until they are fully 
paid for. With the customer’s wiitten permission, he may pledge 
the securities as collateral in obtaining loans from the banks. The 
value of the securities pledged must exceed the ainoinit of the loan 
by an amount not less than that set by tlie margin requirements 
issued by the Federal Reseiwe System. The lending bank may sell 
the collateral security at any time without notice 'to the boi rower 
if the latter fads to pay any debts coming due or fails to furnish 
additional collateral when called upon to make up a deficiency in 
the pledged security because of a price decline. Substitutions of 
collateral are permitted by lending banks. 

s Brokers' loans are also tUscussecl in Chapters 8 and 28. 
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’ During the 1920’s the money desk on the floor of the New York 
Stock Exchange was widely used in arianging call loans. Brokers 
listed t{ieir credit needs i^'ith the desk clerk, and banks listed the 
amount of funds which they wished to lend. "With this information 
the desk clerk brought borrowers and lencleis together; all other 
details were left to the lender and borrotver. Brokers’ loans ivere 
also ai ranged by money brokers who for a fee, usually paid by the 
boiTotver, arranged to bring borro^ver and lender together. The 
money desk was discontinued in 1946, and since the I930’s prac- 
tically all brokers’ loans are ananged on a customer basis with the 
bank or banks at which biokers maintain deposit accounts. To the 
bank, therefore, biokeis’ loans are a part of normal lending business 
instead of representing employment of excess funds or a first means 
of obtaining funds from die money market to replenish A^rorking 
reserves. In practice, loans are rarely called at the present time. 

In recent years commercial banks have been virtually the only 
lenders in the brokers’ loan maiket. In limes past, however, nonbank 
lenders ^vere an important source of funds in this market. The 
Banking Act of 19.^3 prohibited member banks Irom acting as 
agents in the placement of biokers’ loans for nonbank interests. In 
1934 the Securities Exchange Act provided that brokers doing busi- 
ness on a registered exchange may borroiv only from a member bank 
or a nonmember bank ivhich agrees to comply irith all federal laivs 
and regulations that apply to transactions in securities. 

The brokers* loan market traditionally provided a major facility 
for the adjustment of the reserve position of banks before the 19.30's. 
While a bank with brokers’ loans outstanding is likely to regard 
them as excellent secondary reserves since they cm be converted into 
cash at tvill, there is no assuiance that for the banking system as a 
ivhole brokers' loans will be liquid. Since brokers have no inde- 
pendent source of funds other than banks, tvhen one bank calls its 
loans the brokers expect to be able to bori'ow ftom other banks. 
If all banks call their loans in a critical period, the entire market 
tends to become frozen, and security prices tend to decline. 

■ THE GOVERNMENT SECURITIES MARKET 

The United States Government securities market, 
tvhich dtvarfs all others, is mainly the heritage of World War 11. 
In order to raise the funds tvhich it needs, the government issues 
many kinds of securities designed to tap various sectors of the invest- 
ment market. The debt instruments are issued in a variety of maturi- 
ties measured in days or a long term of years, at varying prices or 
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yields. Some of the issues are marketable, while others are nonmar- 
ketable, that is, cannot be sold but can be redeemed with the Treas- 
ury, There are also special issues of the Treasury which aie issued 
only to government agencies and trust funds. In addition, there are 
issues of federal agencies which are guaianteed as to principal and 
interest by the Treasury. 

Into the market for United States Government securities, both 
short- and long-term, are continually flowing offerings by the Treas- 
ury as well as offerings by existing holders of government marketable 
debts. This supply is absorbed by a variety of investors. Financial 
and nonfmancial institutions and individuals in the United States 
hold government debt; foreign banks, governments, and individuals 
also are represented among the owners of federal securities. 

DEALERS IN GOVERNMENT SECUR/T/ES 

Dealers in government securities handle the major 
share of the trading in those issues by serving as intermediaries 
bet^veen those ^vho wisli to sell and those who ivish to buy. They 
maintain close contact ivith large investors to kno^v where large 
blocks of governments might be placed if offered for sale or ivhere 
some might be purchased if a customer wishes to buy. 

In their capacity as intermediaries dealers act by and large as 
principals. They buy and sell for their oivn account, and their 
profits are derived from the margin between purchase and sale 
prices. Often the dealers will purchase blocks of goveniments before 
they locate purchasers or will sell securities they do not actually own. 
In order to finance their operations, dealers in governments supple- 
ment their oivn capital by borro^ving extensively from commercial 
banks on narrot^^ margins against government securities as collateral. 
They may also borroiv securities temporarily from large commercial 
banks that specialize in providing the service, and they are thereby 
able to sell and deliver almost any Treasury issue, regardless of 
whether they happen to own some themselves. Watching develop- 
ments in the market closely, they adjust their inventories in accord- 
ance with their judgment as to the fiitiiie course of market prices, 
and are constantly alert to buy and sell issues whose prices get “out 
of line" in relation to other issues. In order to protect themselves, 
dealers engage in hedging operations. By selling a comparable issue 
when making a purchase, they help to minimize fluctuations in 
prices, thereby stabilizing the goveimnent bond market. 

The bulk of the trading in governments is done in blocks of 
$1 million or more. Most substantial investors buy fi'oin and sell 
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directly to dealers. Large investors frequently “shop around” among 
dealers for the most advantageous price, while commercial banks 
usually spread their transactions among different dealers in propor- 
tion to the amount of business received from each by way of loan 
and deposit balances. Almost all transactions are executed by tele- 
phone. 

The major share of the transactions in government securities are 
effected by several dozen dealers, most of ivhom have headquarters 
in New York. The larger dealers also operate branches in leading 
centers throughout tlie country. The number of dealers has increased 
greatly as the volume of trading in government seem ides increased 
after 1932. Some are older firms with a background in investment 
banking or acceptances, but others are ne'w concerns organized pri- 
marily to deal in governments, A number of commercial banks 
maintain special departments to act as dealers in transacting busi- 
ness in government secuiities, 

COMMERCfAL BANKS AND GOVERNMENT SECURfTfES 

The short-term paper issued by the federal govern- 
ment is generally recognized as excellent for secondary reserves for 
the commercial banks. The Treasury bills, certificates, and notes, all 
having a maturity of 5 years or less, are of the highest quality as far 
as safety since there is full assurance tliat they will be redeemed at 
maturity. Moreover, these instruments can be resold readily before 
maturity and can be used by banks as collateral in borrowing from 
the Reserve banks. Despite the longer maturity of Treasury notes, 
they are widely employed as secondary reserves since they can be 
readily resold or used as collateral in borrowing from the Reserve 
banks. 

The commercial banks and the Federal Reserve banks are impor- 
tant operators in the market for short- and medium-term govern- 
ment issues. Commercial banks are constantly having holdings of 
government obligations redeemed. To the sums so made available 
for reinvestment are added those arising from portfolio changes 
undertaken to realize profits, increase income, and strengthen their 
short-term position. Since 1941 most large banks have used the 
market lor short-term governments (maturing in 1 year or less) to 
adjust their reserve positions. 

The Federal Reserve banks participate in the government securi- 
ties market in turo principal ways: (1) they receive subscriptions lor 
new offerings by the Treasury, perhaps after "preparing the market,” 
and (2) tliey stand in the background to ensure an "orderly market," 
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They provide support by al^sorbing securities which the maiket will 
not take at existing levels oi, convei.sely, provide restraint by selling 
out part of their holdings. Pei haps most conspicuous was the pfeg 
of the short-teim bill rate at % ol 1 percent duiing World War II 
and through the middle of 1947 by standing ready to buy at that 
figure all bills offered to them. The Federal Reserve Bank of New 
York watches the market closely and continuously. Technically, 
the ReseiTe banks buy bills direct Irom the banks but in the case 
of certificates, they operate through dealer's. They deal only with a 
group of "recognized dealer s,” composed of leading dealers rvho 
agi'ee to certain terms in connection with the conduct of their 
business. 

■ THE BANKERS' ACCEPTANCE MARKET 

A banker's acceptance, as we have already seen, is 
a draft drarvn by an individual oi fiiin against a bank payable at 
some future date which is "accepted" by the bank on which it is 
drarm upon presentation. The acceptance has the effect of binding 
the acceptor to pay the draft rvhen due. When the accepting bank 
is well knorvn and enjoys a good credit standing, its acceptance is 
considered prime paper itnd is sought after by banks as secondary 
reserve and by others who desire a liquid and sound investment. 
Although tire accepting bank is the creator of the acceptance, it is 
neitlier the lender nor the borrower. The actual borrower is the 
person or firm tvho arranges to have the bank lend its good name 
to the bill. The lender is the person or institution in the acceptance 
market who buys the acceptance. 

Unlike the commercial paper market and the brokers' loan mar- 
ket rrhich are indigenous to the United States, the bankers' accept- 
ance market represents a financing technique developed abroad, 
especially in London. It was consciously created in this country as 
a part of the banking reform program instituted when the Federal 
Reserve System was established in 1914. The decision to develop a 
bankers* acceptance market stemmed from the following reasons: 
(1) to make the United States a leading international trading nation, 
it was deemed necessary to develop an impoitaiit financial market 
in the country also; (2) to enable banks in this country to earn 
commissions previously collected by bankers in London and other 
financial centers; (3) to provide short-term, liquid securities superior 
to biokers" loans lor investment of sccondaiy reserves; and (4) to 
provide aid to the Federal Reserve authorities in controlling credit. 
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, The money market was to be reoiganbed and patterned on foreign 
models, centeied around the banker’s acceptance. 

Since national banks were not peimittecl to accept time drafts 
under *tlie National Bank Act, these banks were granted power by 
the Fcdeial Reseive Act ot 1913, to accept time drafts, subject to 
promulgations by die Board,” In order to foster tlicir use, acceptances 
were made eligible foi rediscount as well as for purchase by the 
Federal Reseive banks under their op-n-market powers. 

CLASSES OF BANKERS’ ACCEPTANCES 

American acceptance practice evolved over the years. 
The volume ot acceptances outstanding at the end of 1951, classified 
on the basis of imdei lying ti ansae lion as well as by holder, is shown 
in Table 29 (page 228). It will be observed that there are four classes 
of underlying tiansactions giving rise to acceptances. They will be 
examined briefly. 

1. An acceptance for finaiuing imports into the United States 
originates in the request ol an impoitei to lus bank foi a letter of 
ciedit. The lettei sent to the expoiter in a foieign country autlioii/cs 
him to draw a dialt on the bank payable at .some future time as 
called for in the terms ol sale of the goods. The bank, issuing the 
letter of credit, agices to accept and eventually to pay the draft if 
it is drawn and accompanied by the bill of lading and other shipping 
documents showing that the goods have been shipped. When the 
exporter draivs a draft under tlie lettei of credit, lie either discounts 
it with his bank or delivers it to the bank foi collection. In either 
event, the draft (and accompanying documents) is fonvarded to an 
American correspondent of tlie foreign bank and is offered for pre- 
sentment and acceptanc'e. Tlie draft may then be discounted in the 
United States money market or held until maturity for the benefit 
of the expoiter 01 his bank. The impoiter may obtain die documents 
and possession of the goods either upon his own reputation or in 
exchange for a trust receipt ivhich gives the bank title to the goods 
altliough they are in possession of the importer. 

2. An acceptance to finance exports from the United States resem- 
bles one aiising from imports into this country, except that the 
request for the letter of credit comes from the foreign buyer or his 
bank. The United States expoiter is permitted to draw a draft on 
the United States bank issuing the letter of credit, to have the draft 
accepted, and to discount it in the money market. Thus, tlie accept- 

B Tlien known as the FcdeiaL Reserve Board. 
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TABLE 29 


DOLLAR ACCEPTANCES OUTSTANDING, DECEMBER 31, 1951 
(000,000 omitted) 


Bused on 

Held by 

Imports into United States 

$235 

Accepting bnnks—total 

$197 

Exports from United States 

133 

Own bills 

119 

Dollar excliange 

23 

Bills bought 

79 

Goods stored in or shipped 


Others 

293 

between points in: 




United States 

55 



Foreign countries 

44 



Total 

$490 

Total 

$490 


Source: Federal Reserve Bulletm. 


ing bank aids the foreign purchaser to buy goods in the United States 
on favorable credit terms. 

3. Acceptances to create dollar exchange arc designed to meet the 
dollar needs of countries, notably Cential and South American 
nations, which have seasonal or irregular exports. The foreign banks 
draw clean time bills on their American correspondents, ivhich are 
accepted by the latter and sold in the United States money market. 
The proceeds are credited to the accounts of the foreign bank, which 
proceeds to sell dollars to its customers who find it necessary to remit 
dollars in payment of debts to persons in the United States. Subse- 
quent exports to the United States provide funds which the drawer 
places in the hands of the acceptor to meet the acceptances at 
maturity. 

4. Acceptances to finance the shipment and storage of goods in 
the United States or in foreign countries arise when the owner of 
goods arranges ivith a bank for the latter to accept a time draft 
drawn against it, secured by documents of title representing the 
goods. The documents may be held or released by the accepting 
bank. The drawer of the accepted draft discounts it in the acceptance 
market. Thus the firm obtains funds at tlie relatively low rate of 
discount at which a good banker’s acceptance may be sold in the 
money market. The advantage of the acceptance to the firm lies in 
the possibility of getting funds more cheaply tlian by paying the 
customer’s rate at the boi rower's own bank. Subsequent to 1934, 
the rise in the bankers’ acceptance rate and the decline in customers’ 
loan rates at the banks have discouraged the use of bankers’ accept- 
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^ ances because of the elimination of the spread betsveen these two 
rates. 

*The regulations governing the acceptance of drafts by member 
banks *fall under four main heads: (1) restrictions on the purpose 
for which the acceptance may be created; (2) restrictions on the 
security required at tlie time of acceptance; (3) lestrictions on the 
extent of use of the acceptance power, both in the aggregate and for 
one interest; (4) restrictions on the maturity of the acceptance. 
Acceptance powers under the Federal Reserve Act are summarized 
in Table 30. 

ACCEPTANCE DEAIERS 

The market for acceptances has been highly concen- 
trated, As is evident from Table 29, accepting banks provided the 
market for somewhat less than half the total of outstanding accept- 
ances, thus acting as both acceptors and suppliers of funds. The 
balance of the acceptances is held by other banks and, at times, by 
nonbanking organizations (insurance companies, endowed institu- 
tions, etc.), foreign central and commcixial banks as well as the 
Federal Reserve banks. Today, acceptors consist largely of a fe^v 
leading institutions in New York and, to a lesser extent in other 
large, eastern cities. There is only one active market— New York— 
although at times in the past other centers such as Boston and San 
Francisco have shared the business. Without the support of the 
Federal Reserve banks, a bankers’ acceptance market could scarcely 
have developed in this countiy. Between 1916 and 1924 they bought 
an average of 45 percent of all bills outstanding. As a matter of 
policy they posted buying rates at tvhich they stood ready to purchase 
all the prime bankeis’ acceptances offeied to them. By providing 
a market in which holders of acceptances could always dispose of 
them tlie Reserve authorities tried to encourage the use of bankers’ 
acceptances. Moreover, since the posted buying rate in the twenties 
was usually below the rate charged to memlaer banks on rediscounts 
and advances, the acceptance market was especially favored. The 
Reserve banks have purchased acceptances both for their own ac- 
count and for the account of foreign banks. Reserve bank purchases 
since the early 1930’s have been small; with laige amounts of excess 
reserves, the city banks bid strongly for the limited supply of accept- 
ances and pushed tlie rate of discount below (die pi ice above) the 
Reserve bank buying rates (prices). 

In general, many banks hesitate to purchase bills in periods of 
active demand for loans because of the low returns on Aese bills. 
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Note: Form of table follows B. H. Beckhart, The New York Money Market (New York, 1932), Vol. Ill, p. 272, and 
Discount Policy of the Federal Reserve System (New York, 1924), p. 163. 

* Federal Resen'e banks may neither discount nor purchase bills arising out of the storage of readily marketable staples unless the ac- 
ceptor remains secured throughout the life of the bill. 
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^ When there is slackened demand for bank loans, the banks bid 
eagerly for the limited supply of bankeis’ acceptances. The small 
group, of accepting banks hold a large fraction of the outstanding 
acceptances. Moreovei, in attempting to keep their funds in earning 
assets and to avoid paying the dealer’s commission, many accepting 
banks buy heavily of their oivn acceptances instead of permitting 
them to be sold in the open market. It should be clear that when 
a bank retains its own acceptances, it is, in effect, granting a loan 
to the firm which arranges the acceptance and the bill is not open- 
market paper. The practice of a bank holding its own bills has 
been objected to because it precludes any market evaluation of the 
bank's acceptances, and by reducing the available supply of bills, 
it narrows the scope of the market for dealei's and for purchasing 
banks. 

The dealers in bankers' acceptances make the market by bringing 
together the bids of buyers and the offers of sellers of acceptances. 
The accepting institutions cieate tlie supply of bills and purchasers 
provide the demand. The dealers perform the function of inter- 
mediaries by purchasing acceptances at a discount and leselling them 
as rapidly as possible at a loiver rate (higher price) than they paid 
for them. Dealers seek their piofit by lapid turnover rather than 
from holding the acceptances to maturity. They obtain bills from 
acceptois, from drawers or their banks, and from othei holders. If 
requested, the dealer endorses the bills he sells. This guarantee adds 
to the credit standing of the bill which will therefore sell at a lower 
rate (higher price). The Reserve banks require endorsement of a 
dealer "recognized" for size, financial stiength and management, 
unless die acceptance aheady bears a satisfactoiy bank endorsement. 

Acceptance dealers, mainly located in New York City, are feiv in 
number; they also handle other securiiies, especially United States 
Governments. Since tlieir own capital is small in relation to their 
operations, acceptance dealers boiroiv heavily to finance their port- 
folios of bills pending sale. These funds are borroived from com- 
mercial banks or the Reseive banks, depending on ivhich offers the 
better terms. Since the late twenties bank borrowing lias been the 
major source of funds. In the tiventies, the Resei-ve banks financed 
dealers’ requirements for the most part on a resale agreement in 
which the dealer undertook to repurchase at face value within a 
stated time die bills he sold die Reserve banks. 
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'' OPERATION 

% 

The commercial paper dealer mainly buys and sells 
the promissory notes of large business concerns. The business cur- 
rently is highly concentrated; in 1951 the paper of the 398 concerns 
that borrowed in this manner was handled by less than a dozen 
dealers, and half of the total by a single house. At the close of 1951 
dealers reported $434 million of commercial paper outstanding. In 
addition, the "big three" sales finance companies who place their 
promissory notes directly with banks with ^vhich they keep deposits 
as well as with nondepository banks had twice as much paper out- 
standing as had been handled by dealers. 

The modern commercial paper house and market are the product 
of a gradual development extending over a century and a half. A 
century ago, tlie commercial paper house acted as a mere note broker. 
Today, the commercial paper house acts as a dealer or merchant, 
buying paper outright at a flat rate of discount and reselling it, 
without its endorsement, as rapidly as possible. For its service, the 
house receives a normal "commission" of % of 1 percent, irrespective 
of the maturity of the paper. Thus, when it buys at the current 
market rate of 1% percent per annum, $1 million of notes maturing 
in 6 months, it pays the borrower the face amount less $7,500 dis- 
count and $2,500 commission. If it sells the paper on the day of 
purchase, it will retain only the commission. The greater the delay 
in sale, the larger the share of the discount it also retains. 

Commercial paper houses obtain funds hrom their own capital 
and by borroiving from commercial banks. The total amount of 
funds required varies rvith their inventory of purchased notes which, 
in turn, depends qn the relation between the volume of purchases 
and sales. Loans are usually secured in the leading financial cities 
where dealers' deposits are maintained and interest costs are lowest. 
Typically, borrowings from the commercial banks are secured against 
either commercial paper or securities as collateral. 

Commercial paper has an average maturity of 5 months and 
seldom exceeds 6 months. It is ordinarily issued in standard denomi- 
nations ranging from $5,000 to $50,000. About 97 percent of the 
paper consists of straight notes (made payable by the borrowing 
concern to itself and endorsed by it in blank), The remainder has 
been given additional security by endorsement, guarantee or the 
pledge of collateral. A large part of the paper secured by collateral 
is accounted for by sales finance companies whose notes are usually 
secured by the notes receivable from their customen. The paper 
is issued for current financing purposes, but is frequently 'frenewed" 
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by having the dealer sell a new batch of notes, and the general "rule ' 
of thuinb" is that the boi rower shall maintain open lines of credit 
at his depository banks equal to his outstanding commercial^ paper. 
The commercial paper house does not assume a diiect liability by 
endorsing the papei' it sells. However, it cannot afford to sell inferior 
paper and therefore maintains elaborate files and conducts extensive 
credit investigations before purchasing the paper. It is customary 
to sell commercial paper with a 10-day option period. The buyer 
is permitted to return the paper witliin this period, if the risk 
appears unsatisfactory to him. 

Although boriowing through open-market paper is done by firms 
from all parts of the United States, only a limited number of bor- 
rowers can sell commercial paper. The market is restricted to firms 
which meet thiee tests. First, they must be in staple lines of business. 
Second, they are generally large enterprises; in 1951 only 7 percent 
of firms borrowing in the open market had a net worth of under 
$1 million. Third, they must be classed as excellent credit risks. 
As a result of these stringent leqiiirements, from 1957 through 1951, 
no losses ivere suffered by holders of commercial pajoer. Dining 
that period there ivas one default in each of five ycai*s, but full pay- 
ment was subsequently made. 

Almost all the commercial paper issued is sold to banks. Banks 
are anxious to purchase this paper because of its excellent quality 
and because it provides a means of divewifying their portfolios. 
Some paper is sold direct to country banks, but many sales are trans- 
acted indirectly through banks in New York or other large cities 
which either select the paper or furnish credit information on the 
issuing firms for their correspondents in outlying cities or toivns. 
Unlike the purchase of acceptances, the paper-buying banks ordi- 
narily hold the paper to maturity and can only rediscount it ivith 
but cannot sell it in the open market to the Federal Reserve banks. 

fCONOMfC SERVICES 

The commercial paper system serves as an intermedi- 
ary between ultimate borroivers and lenders. By providing a market 
which brings these parties together it renders a useful service to the 
banks, business films, and the community at large. The market 
affords a facility nation-ivide in scope through ivhich borrowers witli 
high credit standing and banks with loanable funds arc brought into 
contact. 

A supply of paper is obtained in areas with relatively limited 
credit facilities and is sold in sections where funds are more plentiful. 
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« In SO doing, the commercial paper market tends to make borrowers 
le^s dependent on their local banks. They obtain their iinanciiig 
more easily by using the dealer and as their credit standing improves 
and tlieir paper becomes more widely known, borrowers are able 
to obtain funds at lorver cost. Moreover, open-market borrorving 
may be necessary in view of the statutory limitation on loans to one 
borrorver found in federal banking legislation. Against these advan- 
tages, the bonower is required to submit to extensive requests for 
information and may suffer from the lack of personal relations with 
the paper-buying banks. In practice, tlie bon'ower frequently alter- 
nates between use of the market and his own bank. 

The commercial paper market affords banks and other investors 
an investment which is safe, liquid, and at the same time yields a 
fairly high rate of return. The paper is ivell suited as a safe and 
liquid constituent of a bank’s secondary reseiwes. 

Finally, the commercial paper market, by increasing the mobility 
and availability of funds throughout the countiy, tends to increase 
competition in the market for funds. The result has been, within 
the limited scope of the system, to equalize interest rates as well as 
availability of funds in different sections of the country, thereby 
making far moie effective employment of the country’s credit re- 
sources. 

Changes in the structure of banking in this country and the intro- 
duction of a central banking system in 1914 have radically altered 
the need for and importance of the commercial paper market. Three 
decades ago, in 1920, thirty dealers handled a peak volume of $1,250 
million of paper representing 4,000 borrowers. There weie 2 % times 
as many dealers, 3 times as much paper, and 11 times as many 
borroivers as there were in 1951. 

■ RECEIVABLES FINANCE 

We conclude this chapter with a discussion of special 
facilities that have developed to finance business enterprises whose 
needs the commercial banks cannot satisfy on ordinary terms. While 
tliese specialized financing institutions may have had unique posi- 
tions in the credit market at an earlier date in the history of the 
United States, during the 1930*8 commercial banks entered fields 
formerly dominated by other credit-granting institutions as is evi- 
dent in Table 24 (page 186). Moreover, the markets formerly served 
by commercial banks have been penetrated by the specialized finan- 
cial institutions so that interagency competition in die credit market 
has increased markedly. The institutions that provide specialized 
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financing facilities tap the money market, not as lenders but as bor- « 
rowers. In addition, these institutions borrow heavily directly from 
commercial banks in order to raise funds necessary to the conduct 
of their operations. 

COMMEACIAt FINANCE COMPANIES 

The commercial Bnance company extends loans to 
manufacturers, wholesalers and jobbers upon the security of an 
assignment of acceptable accounts receivable, typically without 
notice to the trade debtors whose accounts are pledged. The first 
accounts-receivable financing company started in Chicago in 1905. 
Until 1920 practically all the business was conducted by local com- 
panies of medium size operating in a limited area. Subsequently, 
several large companies opeiating on a national scale have come 
into the field. During the depression following 1929 many small 
and medium-si^ed business concerns suffering from depleted work- 
ing capital needed funds and wei'e able to obtain it on favorable 
terms from commercial finance companies. Thus in the I930's there 
was a tremendous increase— both in the number of companies and 
in the volume of business handled. 

Protected by the most liquid assets (other than cash) that business 
firms possess and engaging in the necessary costly supervision of 
accounts receivable, finance companies enable business firms to ob- 
tain needed funds. The commercial finance company in effect serves 
as an intermediary between the commercial bank (from whom it 
borrows) and those business concerns which require larger sums 
than the credit standards of tlie banks permit to those borrowing 
without security. The commercial finance company makes advances 
from time to time to borrowers against assignment of accounts 
receivable due from their customers, the advances being simultane- 
ous witli the creation and assignment of the accounts. Because the 
borrowers dislike having their customers know that they have 
assigned tlieir accounts to raise funds, the finance company employs 
a non-notification plan, in that it does not notify the borrower’s 
debtors that their accounts have been assigned to it, but merely 
reserves the right to do so. The finance company seeks to protect 
itself in several ways. An initial audit of tlie borrower’s books is 
made by its accountant before die formal contract defining tlie rights 
and obligations of die parties is signed, and this is followed by 
periodic audits every 60 days or less. The borrower is required to 
furnish duplicate invoices and shipping receipts when submitting 
accounts. He further must furnish the finance company each month 
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with statements of account he has prepared for his customers, and 
once every G months each customer's account is verified directly 
with the customer. The finance company usually advances only 70 
to 80 percent of the face amount of the receivables and pays the 
balance as the accounts are collected.* The borrower is required to 
forward to the finance company on the day of receipt all original 
remittances that he receives from his customers. Should an account 
remain unpaid for a specified period, such as 30 or 60 days, the 
borrower must repurcliase it, although the finance company may 
retain the past due accounts as additional collateial. 

The extensiveness of the finance company's credit and clerical 
work has kept its losses down. But the elaborate procedure for con- 
trolling risks is costly. Rates charged borro^vers vary with the amount 
involved and the volume of bookkeeping required, ranging from 
roughly 12 to 24 percent per annum on the funds for the actual time 
advanced.® 

The patrons of finance companies range in size from small to large 
firms. The common chaiacteristics of these firms are working capital 
too limited and available bank credit inadequate for the volume 
of business they can obtain. The test of piopriety for extending 
credit to these firms is a twofold one— will the additional business 
rendered possible yield a profit in excess of its cost and will it suf- 
ficiently accelerate the turnover of the cash liquid capital of tlie 
borrower so as to ensure the payment of its obligations as they 
mature.® The services of finance companies^ therefore, are not suit- 
able for service industries (subject to claims by customers for dam- 
age), for those furnishing special order precision parts, or for tliose 
unstable in nature. 

FACTORS 

The “old line factor”— unlike the commercial finance 
company— does not lend money to the borro^ver on the security of 
accounts receivable but instead purchases the accounts outright and 
assumes the risk of loss if the account debtors are unable to pay. 
Historically, the factor antedates the commercial finance company. 

*The percentage varies with the average returns, trade and cash discounts, bad 
debt losses and credit ratings of customeis. but good practice limits the advance to 
the cost to the borrower of the item being sold. 

D Quoted either as from ^th of 1 percent per day to Via^h of 1 percent per day 
on the daily cash balance owed by the borrower, or as from 1 percent to 2 percent 
of the face amount of receivables assigned, plus interest at the rate of 6 percent per 
annum on the cash balances owed. 

s W. S. Scidman, Finance Companies and Factors (New York, 1949), p. IB. 
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Original]/ the factor acted as selling agent for tlic textile mill and 
was therefore known as a “comm ssion meiclianl." Today factonnji 
companies have relinquished thcii meichaiidising Cunction and spe 
cialize in financing. Fioin the textile industry, their activities have 
been extended in recent yeais to other lines as well. They sei*ve 
wholesalers and jobbers as ivell as manulactiirers. 

The factor purchases a concern’s accounts leceivable without re- 
course to the vendoi for any credit loss on accounts and with notice 
(notification) given to trade customers that their accounts have been 
purchased. The operations of the factor may be outlined as follows: 
Sales are made by tlie mill su bjett to the factor’s approval (since 
he bears all the risk) and are billed in the latter’s name. The factor 
deals directly with the customer because he assumes the credit risk 
as well as the lesponsibility of collecting the purchased accounts. 
Once tlie customei of the factoi’s client has accepted the merchandise 
without dispute, the client is entirely out of the picture. In general, 
the factor does not require either initial or subsequent periodic 
audits of his client's books by his own accountant but accepts state 
ments prepared by the client’s accountant. His ii.sk is confined 
largely to excessive returns by the client’s customers and possible 
financial embairassmcnt of tliose customers. 

Unlike the commercial finance company, which lemits daily, the 
factor remits periodic ally for tlie accounts purchased. The average 
monthly due date (on eailicst terms) of the accounts is calculated 
and the net purchase price is ci'edited to the client’s account 10 days 
thereafter. The factoring charge varies 'ivith the length of credit 
terms and the volume of business, from % of 1 peicent to 4 percent 
of the net amount of the accounts purchased. In addition, the client 
pays Interest at tlie rate of 6 percent per annum on all sums advanced 
or remitted to him before the average due date of the accounts. 

Tile financial condition of the factor’s client is on the avemge 
better tlian that of a commercial finance company customer. The 
latter seeks primal ily financial assistance, whereas the former is often 
more interested in risk sharing. Factoring enables the client to shift 
the credit risks to the factor and thus go on a cash basis as far as 
sales are concerned. 

INVENTORY lENO/NG 

The secret of the commercial finance companies' 
success lias been their flexibility and resourcefulness in custom tailor' 
ing financing plans to their clients’ specific needs. The one cardinal 
principle underlying their operations is that advances must be se- 



RECEIVABLES FINANCE 


239 


cured by collateral. Few, if any, finance companies limit their activi- 
ties to leceivables hnance, and tlie same is tiue, albeit to a more 
limited degi'ee, of factors. Inventory loans on raw mateiials and 
finished products supplement receivables financing. Both the factor 
and the commercial finance company finance drop shipments and 
make inventory loans. 

In dtoj} shtlments a jobber (usually with a limited net worth) has 
goods pioduced by a manufacturer and shipped directly to the 
jobber’s custom eis. The unique featiue of this type of financing is 
that the factoi or finance company relieves the manufacturer of all 
credit lisk in connection with shipments made for the account of 
the jobber, and the manufacturer, in turn, relieves the factor or 
finance company of the risk of returns of merchandise. The accounts 
are assigned, usually with notification to the trade debtor. If the 
factor does the financing, he assumes the risk as there is no recourse 
to the vendor; if the accounts are assigned to a tommercial finance 
company, the lisk is boine by the jofiber since the finance company 
acquires the paper with i ecourse to the vendor in the event of non- 
payment. The remaining provisions are practically the same as in 
usual factoring or accounts-receivable financing agreements. The 
customary cliarge is a percentage of the jobber's sales, plus interest 
at 6 pel cent per annum on all advances. 

Finance companies offer a supplemental service by lending against 
inventory. Inventory loans of tliis type are usually additional ad- 
vances to firms that have exliaustecl their borrowing capacity on 
accounts receivable by assigning all but their poorest receivables. 
The finance company in such circumstances piefers to lend against 
inventory inasmuch as continued loans on less liquid accounts re- 
ceivable would adversely affect the finance company's ability to 
borrow from banks. 

Inventory loans are secured by field ’ or public warehouse receipts 
or factoi 's hens. Trust receipts may be used in transitional situations 
to bridge the gap whicli occurs when collateral is being converted 
from one form to another— for example, from ^varehouse receipts 
to accounts receivable. The more stable the price, the broader tlie 
market, die less costly the liquidation, and the less the danger of 
obsolescence or deterioration, the greater is the percentage of the 
value that will be lent. Such loans are useful in highly seasonal 
industries, sucfi as liimljer and canning, in industries in ivhich con- 
siderable capital is tied up in an aging process, such as lumber and 

7 A part of the borrower’s premises, set aside under a public warehouseman, who 
operates it as a warehouse for the borrower’s goods only. 
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tobacco, and in cases in which substantial price discounts can be 
obtained by purchasing in large quantities, such as in carload lots. 

QUE5TiON5 AND PROBLSMS 

1. a. What service does the money market render to: (1) the commercial 

banks; (2) the business community? 

b. Some claim that in the United States theie is not one but many 
money markets. Explain. 

c. To what extent do the several sectors ol the money market repre- 
sent noncompeting groups? 

d. Why are rates charged customers by banks less sensitive to changing 
economic conditions than are lates charged in the open money 
markets? 

2. Contrast the relative merits o£ bankers’ acceptances, commercial paper 
and Treasury bills as secondary reserves for commercial banks. 

3. “Before the Great War [1914-18] the elaborate and intricate machinery 
of the London discount market, which had developed over a period 
of generations, was relied upon for the financing of the bulk of the 
foieign trade of the United States. . . . London's position was un- 
disputed. The early development of England’s foreign trade, the far- 
flung empire, the inviolate adherence to the gold standard, the efficient 
domestic banking machinery with the Bank of England serving as 
stabilizer and governor, the overseas banks, the continuous flow of 
capital abroad, the position of Loudon as an international settling 
center, the absence of an important stock maiket demand for funds, 
all contributed to London's position." (B. H. Beckhart, The New York 
Money Maikelj New Yoik, 1932, Vol. Ill, p. 2.*i3.) 

a. Do you agree witli authorities who have regarded the bankers’ 
acceptance market in die United States as moie or less a "hothouse” 
product? Explain, pointing out any factors essential to the exist- 
ence of a wide and active market which were lacking. 

b. What has been the role of die Federal Reserve banks in the devel- 
opment of the bankers’ acceptance market, both before and since 
the early 1930's? 

c. Why can it be said tliat "during die 1920’s the open-market rate 

on bankers' acceptances was governed by the buying rate of the 
Reserve banks”? ' 

4. a. Why is the commercial paper market indigenous to the United 

States? 

b. What factors account for the changed status of the commercial 
paper market since 1920, when over $1.2 billion of commercial 
paper was outstanding? 

5. Contrast the field of service to business of the commercial paper dealer 
with diat of the commercial finance company. 

6. a. Why have the commercial banks only recently engaged in accounts- 

receivable finance on an extensive scale? 
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b, Distinguish between the service of a factor and a commercial 
, finance company. 

7. Contrast carefully the role of the dealer in the commercial paper, 
bankers' acceptance, and United States Government securities markets. 
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Banking Development 
in the United States 
to 1913 


A 

# \ CENTRAL bank is an institution charged ^vith 

the responsibility of regulating the supply, availability, and cost of 
money in the interests of the general public. In order to regulate 
the quantity of money the central bank is given a special group of 
powers ^vhich other institutions do not possess or which they possess 
in only a limited degree. These special powei*s may be allocated to 
more than one institution, although only one institution is generally 
known as the central bank. The student must bear in mind, there- 
fore, that we can distinguish between a central bank, by ’which we 
mean an institution, and central banking, which refers to a special 
group of powers to control the stock of money. It is not illogical, 
therefore, to refer to the Federal Reserve System as the central bank 
in the United States and at the same time refer to the central bank- 
ing functions of tlie Treasury or other federal agencies ^vhose spheres 
of activity affect monetary and banking policy. It should be noted 
that no one alludes to the Treasury or the federal credit agencies 
as a central bank. 

Today almost all countries have central banks. It is only in the 
present century that the importance of central banking gained wide 
recognition. The establishment of central banks in the modern sense 
dates back to the nineteenth century. To be sure, the State Bank 
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of Sweden, the oldest cential bank, dates back to 1668 and the Bank ' 
of England, the most celebrated of all central banks, was established 
in 1694. It was not until the legislation of 1897 that the Swedish 
Riksbank was granted the powers that gave it a status comparable 
to the cential banks of othei countries. The Bank of England was 
gi*anted a monopoly of note issue only in 1833, and it was not until 
Peel’s Act of 1844 that its poivers as a central bank were clearly 
formulated. Among the other central banks organized in the nine- 
teenth century was the Bank of Fiance established in 1800, the 
German Reicii.sbank, chartered in 1875 to succeed various state 
banks of the German principalities, the Bank of Spain, and the 
National Bank of Belgium. 

Tile complex Rnancial problems which wais and the economic 
crises of the twentieth century have produced accorded central bank- 
ing a distinct role in both the theoiy and practice of finance. The 
economic, political, and social changes occuiiing between the two 
World Wais catapulted the print iples and operations of central 
banking into the center of the economic stage. The great expansion 
of cential banks throughout the world both in numbers and in 
poivers occurred during the nineteen tiventies. From 1929 onward 
central banking has been characteri/ed by increased state participa- 
tion culminating after World War II in the movement to nation- 
alize previously private-owned central banks. Nationalization of the 
Bank of France and the Bank of England are cases in point. Through- 
out the ivorld governments have taken measures to integrate central 
banks more closely into die machinery for carrying out public eco- 
nomic policy. 

■ ACTIVITIES AND FUNCTIONS OF CENTRAL BANKS 

The functions of the central bank are vastly different 
from commercial banks. The business of the central bank is to con- 
trol the money stock in such a ivay as to promote the interest of the 
general public. While this purpose is characteristic of all central 
banks, banks in the different countries have varying characteristics 
which are explained by the environment in ■which each operates, 
their methods of establishment, and a host of other factors. Since 
the chief aim of the central bank is public service, the profit motive 
is subordinated to it. The bank will sacrifice earnings ^vhen profit- 
able investment opportunities conflict with the maintenance of finan- 
cial stability. In many countries the central bank has been na- 
tionalized. In such instances the management is appointed by the 
government, and profits are made subservient to the conduct of 
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opeiations in the interest of public economic policy. Where central 
banks are not owned by the government, they may be managed in 
part or wholly by goveininental representatives or lepresentatives 
wlioscr appointments were subject to go veiTi mental approval. To 
reduce die incentives of profit-making activities the laws governing 
the operations of privately owned central banks limit dividend pay- 
ments to stockholders. Frequently the goveininent shares in the 
profits of the central bank even though it does not own shares in it. 
Central banks are often referred to as "bankers’ banks” because they 
frequently confine tlieir activities to transactions with otlier banks. 
Theic are, however, notable exceptions. Thus, the Bank of France 
is not only the central bank but also the principal commercial bank 
ill France. The same condition exists in other countries, such as 
in Egypt and in Australia. 

In order to perform its prime policy function of controlling die 
stock of money in the interest of general welfare, the central bank 
is generally endowed with the following principal powers: (1) to 
hold and manage reserves of tlie commercial banks; (2) to issue 
currency; and (3) to seive as fiscal agent of the national government. 

MANAGEMENT OF BANK RESERVES 

The core of control over commercial banks lies in 
controlling their lesen'es and hence their credit-creating powers. 
The central bank holds much of the leserves of these banks, and so 
it acts as guaidian of the ultimate reserves of the country, which 
support its credit and banking system. The other banks hold deposits 
on the books of the central bank or notes that it issues. Again, the 
central bank, rediscounts for these other banks, making available 
to them credit based on these ultimate reserves. It is the lender of 
last resoit, and thereloie the major provider of liquidity for the 
economy. As an adjunct to general credit control, it engages in 
open-market operations ivhereby purchases and sales aie made in 
the general money market at home and abroad. Lastly, the central 
bank provides leadership in the banking system. Other banks look 
to it for guidance and direction, shaping their policies more or less 
in accordance with its dictates. It acts as regp.ilator and stabih/er of 
bank ciedit in the country, molding its policies broadly in accord- 
ance with what it conceives to be the general welfare. Control over 
the monetary stock is, in fact, the primary task of the central bank. 
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NOTE ISSUE 

In almost every country in the world the authority to 
issue circulating notes has been removed from the commerciarbanks. 
In some countries the central bank has received a monopoly of note 
issue though under specified restrictions designed to insure the 
safety, if not the elasticity, of the note issues. In some countries the 
treasury also issues notes. The preponderant volume of notes in 
circulation, however, are those of the central bank. Having a full 
or near monopoly of the note issue, the central bank is obviously in 
a position to control the volume of circulating hand-to-hand money. 
It has the responsibility of providing an adequate stock of notes 
so that business activity will not be impeded by a lack of media of 
excliange, and, at the same time, it must guard against excessive 
issues, which would lead to inflation. It should at all times act to 
ensure the convertibility of deposits into currency. If tlie country 
maintains a metallic standard, the central bank in its management 
of the note issues must take proper measures to insure at all times 
the direct convertibility of the notes into the standard metallic 
money. Moreover, by controlling the credit-creating powers of the 
banks, the central bank also attempts to insure the convertibility 
of demand deposits into the standard money. 

fiSCAL AG£NT OF THE GOVERNMENT 

The services of the centi'al bank as the principal fiscal 
agent of the national government include the holding of the govern- 
ment's deposit account, the collection of items deposited therein, 
the cashing of checks drawn against it, the transfer of funds through- 
out the country and abroad, the purchase and sale of securities for 
the account of government trust funds, assistance in the flotation 
of government securities and in their exchange and redemption, and 
the payment of inteiest upon outstanding government obligations. 

More important than these routine types of operations, however, 
is the central bank's responsibility to guard against the spread of 
disturbances and maladjustments in the economic system which may 
result from the government's .fiscal operations. The significance of 
this responsibility can well be understood when one reflects upon 
the greatly expanded scope of government taxation, boriowing, 
and expenditure in recent .years. Because of its strategic position 
as controller of the volume of money in circulation, the central bank 
can intelligently advise the national government as to the best 
methods of raising lands and can take appiopriate steps to protect 
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the commercial banks, as well as business enterprise in general, from 
a too forceful impact of goveinment fiscal operations. 

Ninety percent of the tasks of tlie central banks are semimechani- 
cal in nature, involving tlie handling of government funds, check 
collections, etc. Perhaps the greatest day-to-day usefulness of central 
banks lies in their contiibution to the efficiency of the monetary 
and banking mechanism. Tliey are a vital part of a smoothly running 
monetary system. They facilitate the unspectacular but tiemendoiisly 
important routine operations of administering the cinrency and 
dealing and collecting credit instruments. They permit the pooling 
of the financial resources of tlie country and introduce a degree of 
flexibility, and stability, that was not achieved in the past. They aie 
an indispensable part of an efficient financial system, and nothing 
attests more fully to the smoothness with which they operate than 
the fact that ordinarily ive are scarcely aware that they are doing 
anything. 

■ EARLY AMERICAN BANKING DEVELOPMENT 

In colonial times American banking was confined 
principally to land banks irhich issued batches of notes on the secu- 
rity of leal estate. The operations of these banks were justified on 
the grounds that they remedied the shortage of specie from which 
the colonies were alleged to be suffering. These banks were especially 
vulnerable to failure both because of the reckless manner in which 
many were operated and because of the instability of land values 
which (orapiised the secuiity for their loans. Along the Atlantic 
seaboaid there arose banks which specialized in making short-term 
loans on the self-liquidating paper of commercial houses. The notes 
of these banks proved more sound than those of the land banks, and 
the seaboard banks ivere able to command the public's confidence. 

Several banks, in the modem sense, were operating before the 
Constitution was adopted. The first of these, tlie Bank of North 
America, was establi^ed in Philadelphia in 1782. It performed 
valuable services tor both the government and the general public. 
Large loans were granted to the central government at a time ivhen, 
because of its lack of taxing poiver, it was forced to appeal to the 
slates for tuiids. Loans gi'anted to individuals enabled them to 
expand the scope of their business operations. The Bank of North 
Ahierica perlormed valiant service in issuing notes of good quality 
winch were redeemable in specie on demand. In 1784 the Bank of 
Ma.ssacluisett.s and the Bank of New York were founded, All of these 
were well-managed and successful banks of deposit and issue. 


250 BANKING DEVELOPMENT IN THE UNITED STATES TO 1913 

The first bank to be established under a federal charter ^vas the ^ ' 
First Bank of the United SHates, which in 1791 received a 20-year 
charter. The new bank was located in Philadelphia and was capi- 
talized at IJIO million. Tlie government subsciibcd to one fifth of 
the capital stock, borrowing the $2 million fiom the bank and agree- 
ing to lepay it in ten annual installments. 

The remaining capital stock was sold to private individuals. Sub- 
scriptions by a single individual weie limited to 1,000 shares of $400 
par value. The bank was governed by a boaid of duectois of twenty- 
five elected by the stockholdeis; the number of votes per share 
decreased as tlie number of shares oivned increased. Foreign stock- 
liolders were not peimitted to vote. The bank was authorized to 
issue notes up to the amount of its capital, and tliese weie made 
legal tender only in payments to the government. Restrictions were 
placed upon its loans. The maximum rate of interest on its loans 
was fixed at 6 percent.' The bank was required to report to and 
submit to inspection by the Secretaiy of the Treasury. It was per- 
mitted to establish branches, of which it set up eiglit. 

This institution ivas charged with seveial duties. First, it had to 
furnish a stable and satisfactory note currency. Bee ause it w'ould not 
accept the notes of those state banks which refused to redeem tliem, 
it acted as a deterrent to ovei'issiie of notes by state banks. Second, 
it supplied needed banking accommodation to the public. Finally, 
it transacted the fiscal business of the government, aiding in the 
collection of taxes and providing safekeeping for the funds. Although 
the bank kept aloof from politics and seemed to be well run when 
compared with the other banks operating in the same years, it was 
attacked on constitutional giounds by the Democrats, who ques- 
tioned the aiitliority of Congress to charter a national bank. More- 
over, it encountered the bitter opposition of the state banks ivhose 
activities it restricted, as well as of agricultural sections which favored 
more liberal extension of credit. The most damaging criticism, how- 
ever, was that after 1802 when the government sold its sliares, 18,000 
of the bank’s 25,000 shares were held abroad. Although foreigners 
received dividends on these shares, they could not vote by proxy and 
thus lacked a direct voice in its affairs, Despite tlie bank’s services 
both to the government and to business. Congress in 1811 refused 
to renew its cliarter, responding by the nan owe.sl oi mai'gins to the 
cunent opposition. 

After the dissolution of the First Bank of the United States and 
during the war with Great Biitain, specie payments were suspended 
except in New England. The money maiket became disorganized. 
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,and the public credit reached a low ebb. The number of state banks 
increased rapidly, note issues expanded, and depreciation of notes 
and bank failures became common. There was now voiced a demand 
for the re-establishment of the Bank, which was expected to resume 
specie payments, restore an orderly currency and help the embar- 
rassed Treasury. Accordingly, in 1816 a new bank was chartered for 
twenty years. 

The Second Bank of the United States was capitalized at $35 
million, one fifth again being provided by the government and 
fourth fifths by the public. In general, its charter provisions strongly 
resembled those of the first bank as to both powers and management, 
although they differed in some points of detail. One fifth of the 
twenty-five directors were now appointed by the Prejjident. Specie 
payments were resumed in 1817, the year in which the bank began 
operations. Despite serious difiiculties and charges of mismanagement 
in its early years the bank achieved great success under the admin- 
istration of Nicholas Biddle begun in 1823. Contraction of credit 
stopped and twenty-seven branches, under close scrutiny, ivere even- 
tually established. As a commercial bank, it lent to individuals, 
business firms, states, and the federal government and accepted de- 
posits from these same parties. It issued bank notes and transferred 
hinds fiom one region to another. The bank also performed various 
functions usually entrusted to a central bank. It held government 
deposits, transferred funds from one section to another for the gov- 
ernment, and served as fiscal agent of the Treasury, Moreover, it 
legulated state banks by presenting their notes for redemption and 
insisted upon ledemption of their obligations in specie, tlius limiting 
the amount of credit the state banks created. 

Successful operations continued until the summer of 1833, when 
the bank was the center ot political controversy. Like its predecessor 
it was opposed by the state banks, which resented the competition 
it offered in making loans as well as the limitations placed on their 
note issues. Many sections of the countiy which favored easy-raoney 
policies objected to the bank’s sound lending practices. Fear was 
expressed that the bank was acquiring monopoly power. The states’ 
rights parties declared the bank was unconstitutional. The bank 
incurred the enmity of Andrew Jackson, and in 1832 he vetoed a 
bill to recharter it. 'The following year Jackson directed the removal 
of government deposits to certain state banks. The bank began to 
prepare for liquidation and to dispose of its branches; it was able 
to obtain a charter from Pennsylvania and to continue in business 
after 1836, but it ended in complete failure in 1841. 
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This eia of quasi-central banks was followed by a period of iinit^ 
banking in which our banking system comprised private (unin- 
corporated) banks and banks operating under corporate charteis 
granted by the various states. The number of state banks i ose from 
506 in 1834 to 901 in 1840, and their note issues soared. ^Videspread 
suspension of bank note redemption and frequent bank failures 
characterized the financial panic of 1837. From 1843 to 1861 there 
was an uninten-upted expansion in both the number of banks and 
their issues of bank notes in circulation. In many parts of the coun- 
try banking conditions remained chaotic until after the establish- 
ment of the National Banking Sy.stem. The states ivere affected un- 
equally with the woKt banking conditions in the South and West. 
But certain defects 'were common to banking law, supervision, and 
practice in all states. Capital was frequently paid in by borrowing 
from the bank. Note issues were not related to the amount of cash 
held for redemption purposes, and redemption was not provided 
except over the counter of the i-ssuing bank. The issues, theiefore, 
lacked uniformity and lequired the use of "bank note detectors” 
for up-to-date information about counterfeits and notes of banks 
no longer in existence as ivell as current rates of depreciation on 
notes of solvent banks located at a distance u’ho.se notes were difficult 
to redeem. Lending practices were extremely lax, and supervision 
was inadequate. Small u'onder, then, that the period 1836-1863 is 
called the "wildcat” banking era. 

Even the pre-Civil War period was not without some of the char- 
acteristics commonly attributed to central banking. Some of the 
stronger banks in Boston found themselves at a disadvantage because 
of the tendency for their notes to be driven out of circulation by 
the depreciated notes of outlying banks. In 1824 the Suffolk Bank 
of Boston instituted a plan of country bank note redemption 
whereby Ne^v England bank notes, already in high standing, became 
the soundest in the country. This Boston bank agieed ta receive at 
par the notes of any bank keeping ^vith it a sum sufficient for the 
current redemption of its notes and in addition a permanent deposit. 
Pciiodically the Suffolk Bank would send such notes back to the 
issuing bank for payment at par in the notes of any participating 
New England bank. The notes of nonparticipating country banks 
were returned to their issuer for redemption in specie. In substance, 
this device amounted to bringing pressure on other banks by con- 
fronting them with the possibility of a sudden drain of 3 eserves if 
they refused to coopemte in maintaining satisLactory banking stand- 
ards. Boston banks 'were peimitted by the plan to keep theii share 



EARLY AMERICAN BANKINQ DEVELOPMENT 253 

,of notes in circulation. By acting as a clearing house for New Eng- 
la^ 3 icl bank notes, the Suffolk Bank not only prevented undue expan- 
siort of country bank issues, but also gave New England a currency 
of uniform value, readily accepted at par in tliat territoi'y and in 
other regions as well. The Suffolk system continued in operation 
until the Civil War. 

In New York, too, there were several interesting developments. 
A Safety Fund System, set up in 1829, arranged for banks established 
under the Jaiv to contribute annually to a fund y* of 1 percent of 
their capital until tlie payments aggregated 3 percent. The fund 
was to be used to make good any deficit arising in the liquidation 
of a failed bank and was to be restoi ed by additional annual contri- 
butions from participating banks. After heavy failures in 1840-1842 
protection was limited to noteholders, and depositors were excluded. 
This plan was a sort of forerunner of the deposit guaranty described 
in Chapter 7. Another development was the Free Banking Laiu 
passed in 1838, which permitted demociatic chartering of banks 
upon compliance with certain general provisions of law and not 
solely by special act of the legislating as had been the case up to that 
year. The granting of bank charters by special act of the legislature 
fell into disfavor because it often gave monopoly power to the 
favored bank, tended to restrict the banking facilities in the country, 
and lent itself to serious political abuse. The 1838 law further pro- 
vided for the issue of bank notes upon deposit with a state official 
of an equal amount of bonds of the United States, New York, or 
other approved states, or of mortgages on improved New York farm 
land. When the collateral was found to be inadequate in a number 
of cases of failure among New York banks, the requirements were 
made more stringent, but the plan never proved very successful. 
Both features— the note issue provisions and the free banking idea— 
were later incorporated in the National Bank Act of 1863. 

The relationsliips between banks and the states in the pre-Civil 
War period varied widely. At one extreme, the state banks merely 
received their charters from the state; tliey secured their capital from 
private sources and made loans that were permitted within the broad 
framework of tlie banking laivs. At the other extreme, many banks 
were wholly owned and operated by states. There were wide varia- 
tions betiveen tliese two extremes. Thus, some banks were owned 
jointly by the state and by private investoi's. Otliers had to pay 
large sums to the state for the privilege of banking. And still other 
banks were chartered only if they would lend stipulated amounts 
to canal companies, railroads, or other enterprises deemed meritori- 
ous by the state legislature. In a period when “capital” was still 
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scarce* states encouraged and even forced banks to lend large amounts^ 
for financing various projects. 

The dissolution of the Second Bank of the United States ^forced 
the goveinment to obtain another depository. Tlie Treasury had 
unsatisfactoiy experiences in attempting to keep its funds in selected 
state banks since many failed or suspended specie payments after 
1837. In 1840 Congiess passed a law providing £oi payment of taxes 
and duties in specie as well as for the establishment of an independ- 
ent Treasury which was to serve as a depository for government 
funds. The law was repealed in 1841, and the Treasury was again 
dependent upon state~banks to peifoim its fiscal functions. In 1846 
Congress established the Independent Tieasuty Systenij which con- 
tinued in existence with modifications until 1920 when its functions 
were transfen’ed to the Fedeial Reserve banks. 

■ THE NATIONAL BANKING SYSTEM 

Despite many expedients that were introduced to 
control banks, and ivith the notable exceptions of a feiv states, bank- 
ing conditions were generally chaotic in the years between the demise 
of the Second Bank of the United States and the passage of the 
National Banking Act. Although agitation to lefoim the banking 
and currency system of the United States had been present for many 
years, it was not until 1863 that "an act to provide a National cur- 
rency, secured by a Pledge of United States Stocks and to provide 
for the Circulation and Redemption thereof" was passed. This act, 
the legal beginning of the National Banking System, was superseded 
by a new law in 1864. It is this latter statute that is usually refeiTed 
to as the National Banking Act. 

The act was designed primal ily (1) to secure a safe and uniform 
bank note currency by supplanting the unsafe and unsound state 
banking systems with a national banking system and (2) to secure 
a new source of loans to finance the Civil War by providing a market 
for United States bonds against which national bank notes were to 
be issued. In addition, proponents of the act expected the Treasury 
to benefit horn dependable depositories instead of having to rely 
upon weak state banks. 

The major provisions of the act regulating the establishment and 
operation of national banks may be suinniari^ed as follows: 

1. Capital. To enhance sound banking, minimum capital require- 
ments were prescribed for new national banks varying with the 
population of the city in which the bank was located as follows: 
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Minimum Capital 
\ $ 50,000 

X $100,000 
$200,000 


Population 

Not over 6,000 inhabitants^ 
6,000 to 50,000 inhabitants 
Over 50,000 inhabitants. 


At least 50 percent of the subscribed capital had to be paid in before 
a bank could begin business and the remainder within 5 months. 
Tlie stock was subject to double liability. In order to expand the 
maiket for government securities, each bank was requited to deliver 
to the Treasury United States legisteied bonds equal to not less 
than $30,000 or one third of its capital stock, whichever was larger.* 
These bonds could be used as collateral for issues of national bank 
notes. 

2. Bank loans. Many restrictions were placed on the lending oper- 
ations of the banks in order to promote bank safety and liquidity. 

3. Note issues. National banJu ivere permitted to issue their notes 
on the basis of government bonds deposited with the Comptroller 
of the Cuirenc 7 . Each national bank could issue notes, not to exceed 
90 percent of par or market value of the bonds, whichever was 
smaller. This was later amended to permit issuance up to the par 
value of the bonds. Each bank’s issue of notes was limited to the 
paid-in capital of the bank. The issuing bank was required to main- 
tain a redemption fund with tlie Comptroller equal to 5 percent 
of its outstanding bank notes. Funds held in this form could be 
counted as part of the reserves which banks tvere required to hold 
against deposits. National bank notes were guaranteed by the United 
States Government. In the event a national bank refused to redeem 
its notes, the Comptroller was empoivered to sell the pledged bonds 
and use the proceeds to pay noteholders; any remaining claims of 
noteholders would have a first claim against the assets of the banks. 
Every national bank ivas required to accept the notes of every other 
national bank at par. The original limitation of national bank notes 
to $300 million was removed in 1875. 

4. Reserve requirements. The act specified diat minimum reserves 
in lawful money must be maintained against both deposits and circu- 
lating note liabilities; in 1874 notes were exempted from reserve 
requhements. National banks in central reserve cities were required 
to hold I’eserves in latvful money equal to 25 percent of deposits. 
Banks in reseive cities also had to keep reserves of 25 percent, but 
half could be in the form of deposits witii national banks in central 

1 From 1900 to 1933 inlnimiiiu capital requirements ivcre only $25,000 in towns 
with 300 or less iiiliabitants. In 1933 the $50,000 minimum was reestablished, 

s Dropped a£tcr 1900. 
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reserve cities. Other national banks, the so-called country banks 
were required to keep reserves of 15 peicent against deposits, l>ut 
three fifths could be in the form of deposits with national ^^ranks 
in reserve and central reseive cities. The leseive provisions led to a 
considerable degree of pyramiding wiieroby a part of the reserves 
of country banks consisted of deposits with reserve city banks and 
part of tliese in turn were redeposited with central reserve city banks. 

5. Supervision. A new office, that of the Comptroller of the Cur- 
rency, was established in the Treasuiy Department. The Comptroller 
is supervisor of the National Banking Act. As such, he not only 
grants ckartei's to national banks, but also receives periodic leports 
from the banks. In order to insure compliance with the act, his office 
maintains a corps of examiners responsible for the annual examina- 
tion of each national bank. 

The response of bankers to the national banking law ivas dis- 
appointing to the lawmakeis. Since state banks found it more profit- 
able to retain their state charter with their note-issuing privileges 
than to come under the more stringent federal banking statute, 
Congiess decided to take action designed to accelerate the growth 
of national banks. Therefore, it passed an act levying a prohibitive 
10-percent tax on any individual or bank paying out or using state 
bank notes after July 1, 1866. This tax was effective; by October 1 
of the same year 1,566 banks had taken out national cliarteis, and 
the formation of national banks went forward rapidly for several 
years. In subsequent years more and more people found it con- 
venient to utilize checking accounts rather than currency to effect 
payments. The loans of banks, therefore, gave rise to demand deposit 
rather than bank note expansion. Bank deposits and bank notes are 
merely alternative forms of bank obligations. ^Vith the privilege of 
creating checking deposits, a bank was able to operate successfully 
without issuing notes. Since state laws were generally more liberal 
and imposed less restrictions on bank opeiations than the National 
Banking Act, banks preferred to operate under state lather than 
federal charter. After 1880 state banks outstripped national banks 
in rate of growth, as is shown in Figure 17. On June 30, 1914, there 
weie 19,240 state-chartered institutions as compared with 7,525 na- 
tional banks, although the average sue of the latter was far gi-eater. 
The resources of the national banks were .1^11,482 million as com- 
pared witli $15,489 million for the more numerous state instiiiuions. 

There is no questioning the fact that the National Banking System 
set standards of banking requirements and practices tliat were su- 
perior to those otherwise generally in force in the country. Moreover, 
the system did succeed in its primary objective of establishing a safe 
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and uniform bank note issue in tlie country. The new banking 
system, however, did not meet the needs of our clianging econoiny/'' 
and gitive defects in the act became appaient with the pnssa^^oi: 
time. Demands for further banking leloims developed duridg the 
late yeais of the nineteenth centuiy and became moie insistent in 
the eaily yeais of the twentieth century. The National Banking 
System was concerned chiefly ivith safety; regulation of bink note 
issue was its keynote. Little attention was paid to the regulation of 
deposits which became the dominant component of the money 
supply. 

The chief complaint directed at the National Banking System 
was the lack of flexibility in the nation’s cuirency and bank reseiwes. 
If the community staited to conveit bank deposits into currency, 
the banking system was soon faced with a shortage of reserves The 
decline in bank leseives led to a tightening of credit. If a shortage 
of bank reserves became acute, it led to suspension of cash payments 
by the banks. 

The shortcomings of the National Banking System were: 

1. Defective resewe requhements. The system of reserves against 
notes and deposits inaugurated by the act encouraged instability 
in economic activity. We have alicady called attention to the provi- 
sion whereby country and reserve city banks could keep part of their 
legal reserves on deposit with banks in reseiwc city and central 
reserve city banks respectively. Tlie greatest concenti'ation of resen'es 
was in New York City, then, ns now, the leading financial center 
of our country. Many New York banks competed actively for the 
funds of interior banks by paying inteicst on the deposits. Once 
these funds were obtained, the New York City banks expanded their 
loans to the maximum permitted by existing reserve requirements. 
As the interior banks needed curienry in the spring, early autumn, 
and holiday season, they withdreiv their deposits from the large city 
banks, who in turn were placed under great pressure to reduce their 
loan poitfolios. 

The reduction in loans ^vas mainly in call loans to finance specu- 
lation on the stock exchange. The forced selling of shares that ensued 
raised interest rates and depre.ssed stock pric'es— a situation which 
was often the forerunner of a decline in general business activity. 

If the need for currency in the interior coincided witli a ^videspread 
intei’nal or external currency drain, the reduction in bank re.serves 
led the banks not only to cease making new loans but also to liqui- 
date outstanding loc'ins. Tlie result of these defensive measures by 
the banks was to precipitate a scramble to liquidate, which often 
resulted in a financial crisis. 
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Conversely, Tvhen currency flo^ved back to the banks in the inte- 
rim, they ivould deposit their surplus reseiTes with the large city 
baiH;^. The laige city banks would, in turn, leduce interest rates, 
thereby often encouraging a renewed outburst of speculation in tlie 
stock market. 

Because the city banks carrying banker’s balances held almost no 
excess reserves, ivhen there was a rvithdra^val of balances deposited 
•with them, they had to choose bet^veen a contraction of loans, a 
reduction in reseives below the legal minimum, or suspension of 
cash payments. Clitics of the National Banking System placed a large 
part of the blame for the sharp variations in business activity upon 
the rigid reseive requirements under the act. The law, however, 
did not forbid banks to allow reserves to fall below the legal limit. 
It merely forbade a bank to make new loans and pay dividends 
while its reserves were below the legal limit. On some occasions 
banks did permit their reserves to fall below the legal minimum 
by using requiied reseives to meet demands for coiiveision of de- 
posits into cuirency. On other occasions the banks refused to use 
required reser\'es to meet demands for conversion of deposits into 
currency and were forced to contract loans. If loan contraction did 
not enable banks to meet demands for currency, suspension of cash 
payments to depositors followed. It has been argued by some authori- 
ties that the banks were at fault in not maintaining reserves in excess 
of the legal minimum requirements. If they did not extend loans 
to the maximum amount permitted by the law, they ivould have 
made provision for surplus cash whidfi could be used in times of 
emergency. 

2. Defective provisions for note issue. If the banks were able to 
convert their deposit liabilities into currency they tvoiild not have 
been foiced to suspend cash payments or to reduce their outstanding 
loans in order to obtain the needed currency. The critics of the 
National Banking System pointed to the conditions of issue of Na- 
tional Bank Notes as an important factor in preventing banks from 
obtaining the needed amounts of cuiiency. 

While the national bank notes were safe and circulated at par, 
tliere tvere no provisions for appropriate variations in their quantity 
in response to the seasonal, cyclical, and emergenc 7 variations in 
the needs of the public for hand-to-hand currency. Tlie National 
Bank Notes, it was alleged, were inelastic because their issuance and 
retirement were more closely related to the price and availability 
of the government bonds which secured them than they were to 
tlie needs of the economy. These notes could be issued only on the 
basis of fedeinl bonds, the amount of notes being limited to 90 
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percent of the par or market value of the bonds— whichever was,^ 
lower— deposited with Uie Comptroller. In 1900 banks were p^f- 
mitted to issue notes up to the par of the bonds. Prior to tliat^^te, 
the supply of notes was limited to 90 percent of the eligible bonds 
outstanding. Whether tliis upper limit for bank note issue was 
attained depended upon the profitability of issuing them. When 
bond prices were low, a relatively large volume of bank notes was 
issued. When, however, bond prices rose above par, banks ivould 
not issue notes; in fact, they would letire some of the notes out- 
standing and sell the bonds at a premium. Thus from 1883 to 1891, 
when business activity was brisk and rising, the outstanding bank 
notes declined. During this period the government collected more 
than it spent and used its surplus to i*etiie part of its debt. Banks 
found it profitable to sell their bonds at large premiums, hence 
called in their bank notes which were secured by these bonds. From 
1892 to 1894 business activity declined. The Treasury’s surplus 
turned into a deficit. Not only did the Treasury not retire any of its 
outstanding debt, but it also was forced to issue new bonds to finance 
its deficits. Government bond pi ices fell, and banks finding it profit- 
able to issue bank notes did so. Thus, tlie size as well as tlie price 
of the government debt led to decreases in bank note circulation 
when more airrency was needed and increases in bank note circula- 
tion ivhen less currency ivas needed. 

In addition, national bank notes were lacking in seasonal elasticity. 
The demand for cuirency showed seasonal peaks in the spring, early 
autumn, and before the Cluistmas holiday. The volume of national 
bank notes was relatively constant throughout the year. In periods 
of peak demands for currency demand for loans ivas also high. In 
order to meet the peak currency demands, the banks were forced 
to drain funds from their reser\'es. As their reserves fell, they could 
not meet the demand for ciedit accommodations made by customers. 
Thus, at times of peak currency demands, reserves ivcre reduced 
and interest rates rose sharply. In the off seasons as currency moved 
back to the banks, reserves increased and interest rates fell sharply. 

Some banking authorities have asserted that, regardless of the 
type of note issues permitted so long as there was a fixed limit on 
note issues, the National Banking System tvould have encountered 
difliciilties. Banks could issue notes up to the maxipium amount 
permitted and send their excess reserves to the financial centers, 
hence were unable to issue more notes when they needed them. 
If their note issue powers were exhausted when the community still 
desired currency, liquidation of outstanding bank loans or suspen- 
sion of conversion of deposits into currency was bound to occur. 
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3. Absence of a central bank. In periods o£ widespread liquidation 
hoarding increases in cuirency can be helpful in arresting a 

depn^sion. Solution of tlie piobleni of bank panic and suspension 
of conveitibility of deposits into cash lay in the maintenance of an 
adequate supply of surplus reserves on which the banks might draw. 
Privately owned banks operating competitively for profit aie not 
willing to accumulate surplus reserves so long as outlets for accept- 
able loans are available. Provision for excess reserves to care for 
convertibility of deposits into currency is the proper function of a 
central bank. Under the National Banking System there was no 
ofiicial or semiofiicial banking institution to assume over-all dhection 
of the monetary and banking system. Thus, reserves ivere scattered, 
and there tvas no provision for their mobilization and use tvherever 
they might be needed. There were no adequate means available to 
the banks to replenish tlieir reserves when necessary. The means 
were lacking to insure the effective cooperation on the part of the 
banks that was necessary to protect their oivii and the public’s interest 
in time of stress or crisis. There was a marked lack of equality of 
credit facilities between different sections of the country. There was 
no domestic clearing system covering die entire country ivhich 
afforded facilities for making domestic exchanges betiveen different 
localities or sections. 

4. Independent treasuiy. The provision of law under which the 
government acted as custodian of its oivn funds ivas a disturbing 
influence to the currency and banking structure. When government 
revenue exceeded disbursements, currency in circulation and bank 
reserves were reduced. Contrariwise ivhen the government incurred 
deficits, currency in ciiculation and bank reserves were increased. 
The effects were irregular in occurrence and produced violent dis- 
locations in the money market. Efforts to modify die Independent 
Treasury System under the National Banking Act by a partial distri- 
bution of die public moneys among national banks resulted in 
charges of discrimination and favoritism in die treatment of dif- 
ferent banks. 

5. Recmring crises. The various defects of the National Banking 
System were highlighted by numerous financial crises. Thus, in 1873, 
1884, 1893, and 1907 there were serious panics. In addition, odier 
periods were characterized by serious credit stringencies. The pat- 
terns of diese crises ivere quite similar. Prices were high, banks were 
loaned-up, and curtailment of lending was necessary. If the public 
started to convert deposits into currency, die banks were often forced 
to suspend convertibility of deposits into currency. Then all the 
attendant cliaracteristics of a depression set in. In some ways the 
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panic of 1907 so aroused the public that passage of the Federal^ 
Reserve Act was made possible politically. ^ 

■ CENTRAL BANKING BEFORE THE FEDERAL RESERVE 
SYSTEM 


Because of the emphasis placed upon the establish- 
ment of a central bank in the United States with the organization 
of the Federal Reserve System in 1914, it is often forgotten that the 
First and Second Banks of the United States perfoinied most, if not 
all, of the functions conducted by a modem central bank. They 
held the funds of the government, lent money to it, and aided in 
the sale of bonds and other fiscal funt tions. Moreover, these banks 
attempted to provide a national currency of uniform value by issuing 
their own notes and presenting state bank notes for redemption 
in order to prevent their overissue. The banks fought for sound 
governmeiiL fiscal policy and attempted to stabilize domestic ex- 
change rates and interest rates by providing mobility of funds. 
Between the demise of the Second Bank of the United States in 
18S6 and the establishment of the Federal Rcscive System in 1914, 
no fomial centml bank existed but various haphazard methods made 
possible the performance of some central banking services. 

While the establishment of the Independent Treasury System 
was designed to remove the Treasury from contact with banks, the 
alternate accumulation and release of part of the specie reserves of 
the banks by the Treasury badly disorganized the money market 
and forced the Treasury to concern itself with the effects of its fiscal 
operations on the banks. When some of tlie banks weie short of 
cash, the Treasury often attempted to furnish relief by shifting its 
deposits either from its store of cash or from other banks to the 
troubled area. In time of crisis the Treasury sometimes purchased 
its bonds for retirement in order to supply the banking system with 
cash. The Treasury, however, did not perform these functions with 
any regularity; more often than not, the allocation of public funds 
among the banks was in response to political conditions rather than 
the needs of the banks and tlie community. 

Other central banking services arose from interbank relations. 
The gromh of correspondent banking was the joint product of the 
legal resen'e requirements of the National Banking Act, the prohibi- 
tion of branch banking, and the lack of central banking facilities. 
Banks in the larger centers had to act in a dual capacity as ordinary 
banks to meet local business demands and— as central banks— to 
serve other banks. But they failed to assume either the responsibili- 
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^es or the leadership o£ central banks, as tvas tragically apparent in 
ciises o£ 1873, 1893, and 1907, when specie payments were 
sus]y.nded and business activity was badly disorganized. Clearing 
houses, which were organized in many cities, also succeeded in ren- 
deiing some central banking services. They supplied an efficient 
mechanism for clearance and collection o£ checks and other cash 
items. Also in times of crises the cleaving houses issued certihcates 
and checks to the banks; while these certihcates were not part of 
the banks’ reserves, their use either as currency or to settle balances 
with the clearing house released a corresponding amount of cash 
for other uses by the banks. 

Thus, in the period between 1836 and 1914 various arrangements 
were developed to provide some of the functions of a central bank. 
At best these substitutes were very much in the nature of makeshift 
arrangements and none of them compensated for the absence of a 
genuine centml bank. 

QUESTIONS AND PROBLEMS 

1. a. The central bank is termed a **lcnder of last resort.^’ Explain, 

b. It is said that central bank cicdit policy must be divorced from 
earnings. Explain the significance of this statement. 

c. Should the same “code of behavior” apply to a central bank as to 
a commei'cial bank? Why or why not? 

2. a. Why in the early days was there so much popular enthusiasm for 

bank loans based upon land? 

b. Why did the early banks making commercial loans succeed so much 
better than did tlie land banks? 

S« a. Many who had opposed tlie recliarter of the First Bank of the 
United States within a few years favored die diartering of tlie 
Second Bank. Why? 

b. Both United States banks were feared by the “small man with big 
votes.” Explain, 

4. a. "The best way to diffuse banking in a community is to allow the 
banker to issue bank notes of small amount that can supersede the 
metal currency. This amounts to a subsidy to each banker to enable 
him to keep open a bank till depositors choose to come to it.” 
(W. Bagehot, Lombard Sheet, 14tli ed,, London, 1915, p. 82.) In 
the light of American experience, was this method successful? 

b. "In the infancy of Banking, it is probably much better that a 
Government should as a rule keep its own money." {Tbid., p, 99.) 
Evaluate in the light of American experience both prior and subse> 
quent to die establishment of tiie Independent Treasury. 

c. "The natural system of banking is that of many banks keeping 
their own cash reseiwe, with the penalty of failure before them 
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if they neglect it.” {Ibid., p. SIO.) 1$ this the presently accepted 
view? 

5. “The piincipal drawback about 'free banking’ is that it is some^jraes 
not safe banking.” (\V. R Bingess, The Reserve Banks and the money 
Maiket, 2d ed., New York, 1946, p. 24.) 

a. Is fiee banking superioi to special chaiier banking? MMiy? 

b. How can you explain the rise oL free banking in the United States? 

6. a. Conti ast the systems of note issue used by the Suffolk, Safety Fund, 

and Free banking systems. 

b. Trace the antecedents of the principal features of the National 
Bank Act in earlier state systems. 

c. Account for the change in the relative importance of national and 
state chartered banks from 1870 to 1913. 

7. a. Point out the leading improvements in banking introduced by the 

National Bank Act when jt was {:)asscd. 
b. Were any of them legaided as defects in 1910? Whidi, and why? 

8. a. Distinguish between “central bank” and “central banking." 

b. To what extent was there central banking in the United States 
before 1913? 

SELECTED REfSRENCES 

Centra! Banking 

Clapham, J., The Bank of England (New York, 1946), 2 vols. 

Conant, C. A., A History of Modem Banks of Issue, 6th ed. (New York, 
1927), Chaps. 4, 6. 

De Kock, M. H., Central Banking, 2d ed. (New York, 1946), Chaps. 1-8. 
Hawtiey, R. G., The Ait of Central Banking (London, 1932), Chap. 4. 
Kisch, C. H., and Elkin, W. A., Central Banks, 4th ed. (London, 1932), 
Chaps. 1-4. 

Madden, J. T., and Nadler, M., The International Money Maikets (New 
York, 198!5), Chap. 9. 

Flumptre, A. F. W., Central Banking in ihe British Dominions (Toronto, 
1940). 

American Banking Deve/opmenf 

Catterall, R. G., The Second Bank of the United Stales (Chicago, 1903). 
Dewey, D. R., Financial History of the United States, 12th ed. (New 
York, 1934). 

Hepburn, A. B., A History of Cunency in the United States, rev. ed. 

(New York, 1924), Chaps. 17-19. 

Laughlin, J. L. (ed.), Banking Reform (Chicago, 1912). 

National Monetary Commission, Studies: 

Barnett, G. £., Slate Banks and Trust Companies Since the Passage 
of the National-Bank Act. 


SELECTED REFERENCES 365 

_ Chaddock, R. E., The Safety Fund Banking System in New York State 
I82PJS66. 

Dhyis, A, M., The Ottgins of the National Banking System. 

Dewey, D. R., State Banking Befoie the Civil JVar. 

, The Second United Stales Bank, 

Holdswouh, J. T., The First Bank of the United States. 

Kinley, D., The Independent Tieaswy of the United Stales. 

Sprague, O. M, W., History of Ciises Undei the National Banking 
System. 

Report of the Indianapolis Monetaiy Commission (Chicago, 1898). 

Smith, W. B,, Economic Aspects of the Second Bank of the United States 
(Cambridge, 1953). 

Sprague, O. M. W., Banking Refoim in the United States (Cambridge, 
1911). 

White, H., Money and Banking, 4th ed. (Boston, 1911), Book III, Chaps. 
4-15. 


CHAPTER 



The Structure and 
Service Functions of the 
Federal Reserve System 


T 

I HE defects of the National Banking Act prompted 
many proposals to reform the monetary and banking structure in 
this countiy. The panic of 1907, which resulted in widespread bank 
failures, the suspension of gold payments, and a seiious business 
depression, aroused public interest in the need for drastic reform 
of our linancial machinery. The Aldricli-Vreeland Act of 1908 which 
provided for temporary issues of emergency currency by groups of 
national banks, sought also to provide the grounchvork for reform 
of our banking system. A National Monetary Commission was 
appointed to carry out an extensive investigation of our banking 
system before 1910. The Commission, which was dissolved in 1912, 
prepared a bill commonly kno^vn as the Aldrich Plan. 

The Aldrich Plan provided for the formation of a National Re- 
serve Association located in Washington, D. C., and capitalized at 
$300 million. The association was to have a branch in each of fifteen 
districts into ivhich the country was to be divided. The member 
banks (national, state, and trust companies) were to subscribe to 
stock in the association. More important, however, than the admin- 
istrative oi-ganization were tlie powers of the association. It was to 
seive as the fiscal agent of tlie government; it could rediscount paper 
for its members; it could hold deposits of its members without 
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mterest; it ivas to deal in government bonds in the open market; 
it^could issue notes against security that ^vas part gold and part 
coiriKiercial paper. The Aldrich Plan was defeated in Congress, when 
introduced, in 1912 and was a controversial issue in the presidential 
election in that year. The Democrats, who represented themselves 
as the party of the small merchants and the people, opposed a central 
bank ■which could be dominated by a few eastern bankers. They 
were victorious in tire elections in 1912. Fortunately, the zeal for 
banking reform did not die with the change of administration. The 
new administiation differed not on the need for reform but on the 
kind of banking reform. President Wilson pressed for legislation, 
and on December 23, 1913, the Federal Reserve Act became law. 
The first Federal Reserve Board, horvever, did not take office until 
August 10, 1914. 

■ STRUCTURE OF THE FEDERAL RESERVE SYSTEM 

In the discussions of legislation to reform the bank- 
ing and monetary system in 1913 varying opinions were expressed 
as to the degree of centralization and decentralization that should 
be enacted iirto the new bank reform bill. Some authorities favored 
autonomous central banks in varibus districts throughout the coun- 
try. The case for a decentralized system rvas based upon the follow- 
ing observations; (1) The United States encompassed a vast geo- 
graphic area consisting of many regions each of which had unique 
economic characteristics and needs. It rvas felt, therefore, that a 
single central bank ^vould not serve the divene regional interest 
as well as a system of autonomoirs regional central banks. (2) Fear 
was expressed that a single central bank would fall under the domi- 
nation of a few large eastern banks. The phantom of the “money 
poweis of Wall Street" was a potent political weapon to oppose a 
single central bank. (.3) In addition, many feared that a single central 
bank would come to be dominated by the federal government. At 
the other extreme, tvere those ^vho favored a single central bank 
in the interest of unifoimity of bank regulation throughout the 
country and consistency of monetary policy. 

The structure of the Federal Reserve Sj^tem represents a com- 
promise of the vai 7 ing opinions as to the appropriate degree of 
centralization in the central banking system. Unlike most foreign 
central banks this country has not one but twelve central banks. 
These twelve banks ^vere to be run by representatives of commerce, 
agriculture, and industry from tlie respective regions. Representa- 
tives of the general public were to be in the minority in each of the 
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regional banks. While each Federal Reserve bank is a legal entity,, 
the banks were welded together tightly and it is entirely colT(^ct 
to describe the Federal Reserve System as a cential banking system. 
The organization of tlie Federal Reserve System comprises five 
agencies or groups of agencies which ^vill be examined in turn: 

1. The Board of Governors, 

The Federal Open Market Committee, 

3. The Federal Advisory Council. 

4. The Federal Reserve banks and tlieir branches. 

5. Member banks of the Federal Reserve System. 

The Federal Reserve Act itself has been amended on numerous 
occasions. Among the more im]3ortant amendments, aside from the 
wartime changes of June 21, 1917, are tl^e comprehensive Banking 
Act of equally extensive Banking Act of 

(August 2.3) 1935. The former left unchallenged the basic function 
of the Federal Reserve System— to act as a commercial banking sys- 
tem— but sought to strengthen the System’s control over attempted 
diversion of funds to speculative and investment use. It provided 
also for deposit insurance. The Banking Act of 1935, however, made 
more fundamental clianges. It virtually discarded the distinction 
between commercial and investment credit. Permission was granted 
to the Reserve banks to lend reseive bank credit on any type of 
asset which the commercial banks possessed. The 1935 Act also gave 
the Board of Governors new strength at the expense of the regional 
Reserve banks. Moreover, the immediate links between the govern- 
ment and Federal Reseive System ivere strengthened, permitting 
tlie government to exercise more influence over tlie System. In the 
following description of the structure and functions of tlie Federal 
Reserve System, only occasional references will be made to historical 
developments; the focus of our attention will be tlie present struc- 
ture of the System. 

BOARD OP GOVERNORS 

The Board of Governors of the Federal Reserve Sys- 
tem is composed of seven men, each of whom is appointed by the 
President of the United States subject to confirmation by the Senate. 
In the selection of members of tlie Board the President may choose 
no more tlian one h*om any Federal Reserve district and must at- 
tempt to secure a suitable representation of different parts of the 
country and of the nation’s financial, agricultural, industrial, and 
commercial interests. Each member serves for 14 years and is in- 
eligible for reappointment after serving a full term. The term of 
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^ne member expires every 2 years. Each member receives a salary 
oi> $16,000 a year, in return for giving his entire time to the service 
of the Board. No member may have any connection with a bank 
or trust company during his term of office ivhether as employee, 
officer, director, or stockholder. Members who have served a full 
term may become connected ^vith a member bank as soon thereafter 
as they choose, but those who ivitlidra^v before the expiration of the 
14 years are required to wait 2 years before they may establish such 
a connection. The chairman and vice-chairman, the executive officers 
of the Board, are chosen by the President to serve a 4-year term. 
This provision was designed to afford a new President the opportu- 
nity to designate a diairman and vice-chairman. This has not worked 
in practice since it has not been possible to make appointments so 
that they would coincide ivitli the term for ^vhich the President is 
elected. All of these stipulations were dhccted towards continuity 
of policy, avoidance of “packing" by a single administration, and 
prevention of domination by one group over a long period. 

Originally the Board was assigned the task of coordinating the 
activities and policies of the several Federal Reserve banks. While 
preserving local autonomy and safeguarding local interest, the Board 
was to ensure national unity in matters of broad major policy. It is 
the principal spokesman of the Federal Reserve System, which is 
charged with the responsibility of regulating the stock, availability, 
and cost of money in the public’s interest. Altlrough the Board’s 
control over the System was enhanced by the Banking Act of 1935, 
its duties remain lately supeivisoiy and regulatory. Since the act 
in general sets forth only the broad outlines of the System, the 
responsibility of interpreting and supplementing the legislation ffills 
upon the Board.* Its principal duties are listed below: 

1. To regulate general credit policy 

a. To review and determine the discount rates of Federal Reserve 
banks and if necessary to require that changes in rate be made 
oftener than once in 14 days. 

b. To permit rediscounting between Reserve banks and to fix the 
rates therefor. 

c. To control open-market operations throu^ majority represen- 
tation on tire Federal Open Market Committee, whose decisions 
must be carried out' by dre Reserve banks. 

d. To determine the character of paper eligible for rediscount and 
open-market purchase by Reserve banks and to prescribe condi- 
tions under whiclr credit may be extended to member banks. 

iThe Board's Regulations lay down general policies, while its Jitthn£s (and the 
opinions of us counsel) apply tlie act and Regulations to particular situations. 
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e. To detennine the chaiactcr o£ ineligible papei acceptable for 
^ advances to member banks. 

‘£. To suspend leseive rec|uiremcnts for SO days and to renew the 
suspensions for 15-day periods, upon payment of a giaduated tax 
on the deiiciency in reserves. 

g. To change membei bank reset ve requiiements, but neither below 
nor mote than double those in foice prior to 1935. 

h. To regulate, at its disci etion, issuance of Federal Reserve notes 
to the Reset ve banks. 

i. To regulate maigin lecjuireinents on secuiities registered on a 
national securities exchange. 

j. To set for each district the percentage of a member bank’s capital 
and surplus which may be represented by loans on stock and 
bond collateral. 

k. To regulate consumer ciedit by specifying minimum down pay- 
ments and maximum maturities tor installment sales of certain 
listed articles. This temporary control expired in June 1952. 

l. To legulate under specified conditions real estate credit on new 
home constiuction by specifying minimum down payments and 
maximum matiirities. 

m. To suspend lioin enjoyment of Federal Reserve credit facilities 
member banks making undue use of bank credit for speculation 
or foi the creation of unsound credit conditions, and to suspend 
tioni lediscount privileges for as long as one year a member bank 
tliat leluscs to refrain from increasing its loans on stock and bond 
collateral. 

2. To supervise Reserve bank operations 

a. To examine Reserve banks and require from them reports and 
publication of weekly statements of condition. 

b. To appiove the appointment of a president and first vice- 
president of each Reserve bank. 

c. To select the Class C directors of each Reserve bank and the 
Federal Reserve agent. 

d. To appiove salaiies paid by Reserve banks. 

e. To suspend or remove Resei^'e bank oiliceis and directors for due 
cause. 

£. To lequire Reserve banks to write off wortliless or doubtful assets. 

g. To suspend operation of a Reserve bank, licpiidate it, or reor- 
ganire it. 

h. To lequire bonds of Federal Reserve agents and regulate their 
salekeeping of money and pioperty. 

i. To supervise all relationships and transactions of Reserve banks 
with toieign banks. 

3. To regulate certain member bank operations 

a. To admit members into or expel them fiom the System. 

b. To examine state raembei banks and their affiliates and receive 
reports from them. 
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c. To determine the chaiactei of bills members may accept. 

d. To permit member banks to accept up to 100 percent of capital 
and surplus, 

e. To permit state member banks to establish blanches. 

f. To permit national banks to exercise trust powers. 

g. To authoiizc foieigii blanches and investment in stock of foreign 
banking corporations, and lorniation of such corporations. 

h. To pass upon interlocking diiectoratcs and voting of bank stock 
by holding company affiliates. 

i. To limit die rate of interest paid by member banks on time 
deposits. 

j. To remove officers and directoi*s of member banks for continued 
violation of the banking laws or for continued unsafe or unsound 
banking practices. 

In addition, the Board may act as a clearing house for the Reserve 
banks and may readjust the boundary lines of Federal Reserve dis- 
tricts as well as leclassify reserve and central reserve cities. Through 
its annual report to Congicss and its issue montlily of the Federal 
Reserve Bulletin, as well as its pvess releases, the Board acquaints 
the public with the activities of the System. Since its inception, the 
Board’s expenses have been met by assessment on the Reserve banks 
in pioportion to their capital and surplus. 

The chairman of the Board is a member of the National Advisory 
Council on Intel national Monetaiy and Financial Problems which 
selves to coordinate the work of governmental agencies in the field 
of international finance. 

THE FEDERAL OPEN MARKET COMMITTEE 

As we shall see later, one of the most powerful instru- 
ments for controlling the supply, availability, and cost of money is 
the Fedeial Reserve System’s power to engage in purchases and sales 
of securities in the open market. During tlie early years of the System 
each bank used its own disci'ction in engaging in open-market opera- 
tions. The result was that individual Reserve banks sometimes 
pursued conflicting policies. The attempts in the 1920’s and early 
1930's to set up an informal committee consisting of representatives 
of the Federal Reserve banks were only partially successful in achiev- 
ing uniform action by the System. In 1935 the present Committee 
on Open Market Operations was established, and its poweis were 
written into the statutes. 

The Open Market Committee consists of twelve membei's; seven 
of these are members of the Board of Governors of the Federal 
Reserve System and five are repieseniatives of the Reserve banks. 
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The latter aie elected annually by the boards of directors of the 
Reserve banks and must be either presidents or vice-presidents of 
the R.esei*ve banks. The Reserve bank representatives are distributed 
as follows: 

One from the Federal Reserve Bank of New York. 

One from the Federal Reset ve Banks of Boston, Philadelphia, and 
Richmond. 

One fiom the Federal Reset ve Banks of Cleveland and Chicago. 

One fioni the Federal Reserve Banks of Atlanta, Dallas, and St. Louis. 

One fiom the Federal Reserve Banks of Minneapolis, Kansas City, and 
San Fiancisco. 

This Committee has the responsibility of deciding hotv large the 
open-inaiket operations of the System aie to be and the conditions 
under which the operations are to be undertaken. The Committee’s 
decisions are hnal and can no longer he rejected by an individual 
Reserve bank as had been the case previously. Thus, the machinery 
for handling open-market operations of the Reserve banks provides 
a coordinating element in the System. It should be evident, however, 
that the existing arrangement divides authority over instruments 
of Cl edit policy between the Board of Governors and the Federal 
Open Market Committee. No doubt, the present control over open- 
market operations repiesents a continued effort to maintain the 
regional character of the Federal Reserve System. 

FBOeHAL ADVISORY COUNCIL 

The Federal Reserve Act of 1913 created an advisory 
council consisting of one member from each district to be selected 
annually by tlie board of directors of each Reserve bank. Tlie Fed- 
eral Advisory Council is required to meet in Washington at least 
four times a year (oftener, if called by the Board) and elsewhere on 
other occasions as it wishes. It elects its own oflicers and determines 
its own procedure. As its name implies, the Council’s function is 
purely advisory. It confci-s with the Board on general business con- 
ditions, makes representations concerning matters within the Board’s 
jurisdiction, obtains information, and makes recommendations on 
specific aspects of banking and credit policy and the general affairs 
of the System, 

The Council was devised when the original plan for a selE- 
goveniing system was abandoned and a presidential ly appointed 
Federal Reserve Board was provided for instead. Its inembei's have 
usually been prominent local bankers who have accepted office pri- 
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marily on an honorary basis. Some authorities have urged revision 
o£ the statutes to provide that an individual shall not be eligible to 
serve as a member of the Council for more than thiee full consecu- 
tive calendar yeais. The desirability of rotation has been recognized 
in resolutions of the Council and of the chairmen of the Reserve 
banks The directors of the Reserve banks, hmvever, have not acted 
to put the rotation suggestion into effect. 

Two bodies not specifically cieated by law have developed within 
the System to aid in formulating policy and in coordinating the 
operations of the Reserve banks. One is the Conference of Presidents 
of the Federal Reseive Banks (foimerly called Conference of Gov- 
ernors), which meets by itself and with the Board at least three times 
a year, and the otlier is the Conference of Federal Reseive Agents, 
wliich meets once a year. 

FEDERAL RESERVE DiSTRfCTS AND BANKS 

In view of the stiong piejudice against the “concen- 
tration of the money power*’ in this country, the framers of the 
Federal Reseive Act attempted to establish a decentralized central 
banking system. The Federal Reserve Act provided that the country 
was to be divided into not less than eight nor more than twelve 
districts by a Reserve Bank Organization Committee composed of 
the Secietary of the Treasury, the Secretary of Agriculture, and the 
Comptrollei' of the Currency. Aftei careful investigation and public 
hearings, the committee decided upon twelve districts differing 
widely in population, geogiaphical area, banking resoinces, and 
volume of business transacted (see Table 31). The Committee also 
designated the cities ivhicli ivere to serve as headquarters for the 
Fedeial Reserve banks established in each district. Figure 19 depicts 
the boundaries of the districts and the location of Federal Reserve 
banks and branches. 

Each Federal Resei-ve bank set up within a district is a corporation 
chartered by the federal government. The charters of these banks 
originally were to run foi 20 yeais. In 1927 they were made indeter- 
minate, to continue in force until annulled by act of Congress or 
for violation of the laiv. The Federal Reserve Act required each 
Reserve bank at the time of its organization to have a minimum 
subscribed capital of $4 million divided into share.s of .1^100 par 
value. The stock is subset ibed by the member banks within each 
district in an amount equal to 6 percent of their ou»n capital and 
surplus; stockholding is adjusted currently in accordance with 
dianges in the member bank’s capital and surplus, Only one half 
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TABLE 31 

SALIENT DATA ^VITH REFERENCE TO 1 EDERAL RESERVE DISTRICTS, 
DECEMBER 30, 1951 


Federal Reserve 
district 

Total assets 
of Fedeial 
Reserve bank 
(000,000 omitted) 

Land 

(square 

miles) 

Estimated 
population 
April 1, 1950 
(000 omitted) 

1. Boston 

? 2,811.5 

62,573 

8,753 

2. New York 

13,276.3 

52,153 

18,945 

3. Philadelphia 

3,001.3 

37,023 

8,412 

4, Cleveland 

4,232.2 

74,027 

12,968 

5. Richmond 

2,940.3 

152,471 

14,338 

6. Atlanta 

2, .540.0 

247,778 

14,586 

7. Chicago 

8,620.6 

190,446 


8. St. Louis 

2,067.6 

195,902 

10,421 

9. Minneapolis 

1,216.5 

412,304 


10. Kansas City 

2,126.6 

480,537 

8,263 

11. Dallas 

1,918.8 

386,447 


12. San Francisco 

5,148.1 

685,438 

16,333 

Total 

$49,899.8 

2,977,099 

149,856 


(3 percent) of each subscription lias been paid up thus far and the 
other half remains subject to call. The original act authorized sale 
of Reserve bank stock to the Treasui 7 and the general public if 
such sales ivere necessaiy to supply each Reseive bank with the 
minimum capital requhed. Since subscriptions of the member banks 
were adequate, no deficiency remained to be supplied by the public 
or the government. 

The public character of the Reserve banks is evident in the provi- 
sions botli for the distribution of tlieir earnings and for their admin- 
istration. While the capital stock of the Reserve banks is owned by 
the member banks and they leceive a fixed statutory dividend on 
these shares, the Federal Reseive Act prescribes the ownership of 
this stock and the organization and operation of the Reserve banks 
in such a manner that the relationship of the stockholders to the 
Reserve banks is markedly different from that ordinarily existing 
between a corporation and its stockholders. 

Federal Reserve banks are ojierated for the general welfare, not 
for tlie purpose of making a profit. In the course of their operations, 
hmvever, the banks do earn income. Member banks are legally en- 
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titled merely to a G-percent cumulative dividend on their paid-in 
stock. The Federal Reser\'e Act of 191.S provided for the payment 
j by the Reserve banks of a poition of their net earnings to the Tieas- 

f* iiry as a franchise tax. As amended in 1919, the act provided tliat 

' all net eainings after dividends should be carried to surplus until 

it was equal to the subscribed capital (twice the paid-in capital) of 
the Reserve banks. Thereafter, 10 percent of net earnings in excess 
of dividends should be carried to sui plus, and the remainder should 
{ be paid to the Treasury as a franchise tax. The Banking Act oE 1933 

‘ required the Reserve banks to use one half of their accumulated 

surplus to purchase nondividend paying stock of the FDIC.“ This 
provision reduced the siuplus by $139 million, and Congress, there- 
’ fore, included a piovision in the same act eliminating the franchise 

tax on Reserve banks in order to permit them to restore their surplus 
< accounts. On June 19, 1934, however, the Treasury was directed in 

> a complicated plan to restore part of the lost surplus to the Reseive 

banks as they made industrial advances. Today, therefore, the 
' Resen'e banks show two kinds of surplus— the one (section 7) repre- 

senting earned surplus and the other (section 13b) representing the 
• sum returned to them by the Treasury, as adjusted. At the end of 

1946 the combined surplus of die Reserve banks was slightly under 
$5 billion, and the Board of Governors concluded in 1947 that it 
would be appropriate for the Reserve banks to pay to the Treasury 
the bulk of theii net eainings. It, therefore, invoked the authority 
granted it by the act to levy an interest charge on Federal Reseive 
notes issued to the Reserve banks and not covered by gold certificate 
collateral. The interest charge established by the Board on such 
notes equals approximately 90 percent of the net earnings after 
' dividends of each Federal Reserve bank. Since January 1, 1947, the 

I Reserve banks have been paying into die Treasury about 90 percent 

j of their net earnings after dividends. 

The public nature of the Reserve banks is well illustrated by die 
character of their directorates. Each Reserve bank is governed by 
a board of nine directors, six of whom are elected by the member 
banks and three appointed by the Boaid of Governors for 3-year 
tei’ms. Of die six elected by member banks, three (the Class A 
1 directors) are bankers representing the member banks of die district, 

i while the other diree (the Class B directors) must be actively engaged 

in commerce, agriculture, or industry. The remaining three (the 
Class C directors) are appointed by the Board of Governors and 
represent the general public. Neither the Class B nor the Class C 

j Thft Stock ivas Jater retired by the FDIC which paid $139 niillion to the TVesaiury. 
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directors may maintain any other banking connections while they j 

serve as directors. The CJass A and Class B directors are elected 
according to a special plan designed to insure fair representation: 1 

tlie member banks aie divided into three size groups on the basis ^ 

of capitalization and each group then elects one Class A and one > 

Class B director. Unfortunately, member banks have all too Ire- 
quently been apathetic in tlie election of directors. I 

Of the three Class C diiectore, one (a man of tested banking ; 

experience) is designated by the Board as chairman and Federal i 

Reserve agent. Tlie officers of each Reserve bank are selected by the j 

board of directors. Under the Banking Act of 1935 the title of "gov- j 

ernor" ivas changed to "president," and it was provided that this 1 

officer and the fii*st vice-president should be selected by the board ) 

of directors lor 5-year teiins, subject to the approval of tlie Board i 

of Governors. I 

! 

BRANCHES 

t 

In order to make Federal Re.serve facilities more | 
readily available in all parts ol the couniiy, to permit collections 
and other services to be expedited, and to avert local jealousy against 
a Federal Reserve city, branches of the parent Reserve banks have j 
been established. The Fedeial Reserve banks began to establish 
brandies as early as 1915 (New Orleans), and there are now twenty- 
four functioning. Tliey are allocated a definite ten'itory (shown m 
Figure 19, page 276), and most of them perform for tlieir assigned 
members all the services tliat are made available by the Reserve [ 

bank. The five branches ivith limited poivers hold no deposits and j 

may be required to forward to the parent bank for approval all paper i 

offered for rediscount. Each bianch is administered by a board of j 

directors of not more tlian seven nor less than three residents of | 

the territory served. A majority are appointed by the parent Reserve 

bank and a minority by the Board of Governors. , 

1 

MEMBEftSHfP 

j 

For its membership the Federal Reserve System was f 
given a permanent nucleus— consisting of tlie national baiiks—whose 
affiliation was made compulsory and a group of state-chartered insti- 
tutions whose membersliip was voluntary. State banks and trust com- j 
panies, excluded in early drafts of the act, were admitted at their 
request upon broad compliance with the requirements made of 
national banks. Since 1933 mutual savings banks and Morris Plan r 
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been admitted to membership. Piivate bankers have been 
consistently baiTed from membenhip. 

In order to be accepted as members, state banks must obtain the 
approval of the Board, which considers the financial history and 
condition of the applicant and the general character of its manage- 
ment, the adequacy of its capital structure and earnings, the con- 
venience and needs of the community seived by it, and whether its 
corporate poweis are consistent with the purposes of the Act, The 
existing law piovides that a state bank to be admitted to membership 
in the Federal Reset ve System must have a capita! stock and surplus 
adequate in the judgment of the Board of Governors in relation 
to its assets and its deposits or that it must be approved for federal 
deposit insurance if it does not meet the same minimum capital 
stock and surplus requirements ns a national bank,^ 

While it is a menibei of the System, a state bank retains its full 
charter and statutory powers, with certain limitations. It must refrain 
h*om lending on or buying its own stock, impaiiing its capital, or 
paying unearned dividends. It is subject to penalties for deficiencies 
in reserves, is forbidden to overcertily checks, and is required to 
handle at par local items sent to it by the Reseive bank. It must 
hold all legal reserves behind its deposits in the form of deposits 
at the Federal Reserve bank of its own district. It cannot act as an 
investment banker, either directly or indirectly, and is restricted in 
die handling of trust funds and in the establishment and mainte- 
nance of domestic or foreign branches. Its officers and employees are 
subject to the national bank statutes covering penal offenses. It (and 
its affiliates) must make reports to the Reserve bank and submit to 
examinations by it, a ptovision whidi the Board has tried to carry 
out with a minimum of duplication. Coidial relations with member 
banks have been fostered by the Reseive banks, ivhich have absorbed 
many of the expenses incurred in sci'ving their members. In the 
event a state bank ivishes to ivithdraw from membership in the 
System, provision is made for redemption of its Reserve bank stock 
and the return of its deposits. 

Throughout its history the Federal Reserve System has comprised 
a minority of the total number of banks in the country (Table 32). 
Member banks, however, have accounted for a majority of all de- 
posits at commercial banks. At the end of 1951 there were 6,837 
member banks, of ivhich 4,939 were national banks and 1,898 were 
slate banks. Nearly 50 peicent of all commercial banks holding about 
86 percent of all deposits at commercial banks were members of the 

a See Ch. 7, pp. 151-152. 
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TABLE 32 

COMMERCFAL BANK. MEMBERSHIP IN THE FEDERAL RESERVE SYSTEM, 

1915-1951 


End of 
year 

Number of 
commercial 
banks 

Members of Federal 
Resen-e System 

Member banks 
as percent of 
all commercial 
banks 

Member bank 
deposits as 
percent of 
deposits in all 
commercial 
banks 

Total 

National 

State 

1915 

26,875 

7,615 

7,698 

17 

29.0 

49.0 

1920 

29,087 

9,399 

8,025 

1.374 

82.0 

70.0 

1925 

27,858 

9,538 

8,066 

1,472 

84.0 

73.0 

1980 

23,251 

9,315 

7,247 

1,068 

40.0 

78.0 

1985 

16,478 

6,410 

5,425 

985 

41.0 

85.0 

1940 

14,404 

6,398 

6.164 

1,234 

44.0 

86.0 

1945 

14,011 

6.884 

5,017 

1,867 

49.0 

87.0 

1951 

14.089 

6,837 

4,939 

1,898 

48.5 

85.5 


Notii;: In addition to die commercial bank incinbci^s shown, 3 imittidl savings 
banks have been members since 1941. The commcicidl bank figures in- 
clude stock s.tving8 banks and nondeposit trust companies. 


Source; Banking and Monelaf-y SlatisUcs and l>ede)(il Reserve Bulletin, 

Federal Reserve System. The 7,252 nonmember state banks were, 
on tlie average, small banks as is evident by tlie fact tliat they held 
only about 14 percent of all deposits at commercial banks. 

Both the act and the Board of Governors favor a laige membership 
for many reasons. First, the Federal Reserve System cannot control 
effectively the nation’s monetary stock if it exercises relatively weak 
controls over half tlie banks of the country. Second, tlie greater the 
resources contributed by their members to the Reserve banks, tlie 
stronger and moie powerful the System will be. Third, die broader 
the membei’ship, the greater will be the service to the community. 
Finally, the more widespread the membership, the stronger will be 
the encouragement to sound banking practice. So long as it is solvent, 
sound, and reasonably well managed, each additional member bank 
thus provides added strength to the System. 

There are numerous reasons why so many state banks have failed 
to join the Reserve System. Many state banks which are otherwise' 
entitled to membership in the System cannot join beauise of them 
inability to meet the minimum capital requirements. The System’s 
restrictions on lending and investing activities are geneially nar- 
rower than those imposed by state authorities. State banks not join- 
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ing the System may be subject to lower reserve requirements and 
may be permitted to count as legal reserves both vault cash and 
deposits with correspondent banks. For many banks the most serious 
objection to becoming a member bank is the par clearance provision 
which prohibits a member ]3ank from levying a charge to cover 
the cost of i3roviding cash at some distant point to pay for checks 
drawn against itself. Moreover, many services are available from tlie 
Reserve System without membership. Within certain limitations 
nonmember banks may use the Federal Reserve clearing system, 
borrow from the Reserve banks and utilize other Federal Reserve 
facilities. Indirectly, through their correspondents, nonmembers 
have been able to obtain the benefit of membership Avitliout assum- 
ing either the responsibility or the cost of membership. The result 
is a twofold central banking mechanism in the United States— the 
fiist composed of the tivelve Reseive banks and their member banks 
and the second consisting of city member banks and their non- 
member bank correspondents. The latter is supported by, but not 
subject to direct control by, the former. 

There is active debate about compelling all commercial banks 
to join the Federal Reserve System and insisting that the nonmem- 
bers should be forced, upon joining, to meet the requirements of 
Federal Reserve membership. In some quarters it has been proposed 
to confine the chartering of commercial banks to the federal govern- 
ment. Since all banks would be national banks, they ivould become 
members of the Reserve System automatically. The proposal to 
prohibit state chartering of commercial banks is of doubtful consti- 
tutionality. Moreover, Congress has shown great reluctance in the 
past to interfere ^vith the states’ rights to charter banks. In order to 
encourage increased voluntary membership in the System, the spokes- 
men of the Board of Governors have urged the passage of legislation 
requiring a specific minimum capital requirement of $50,000 * for 
admission to membership in the System. A bank with this minimum 
capital could apply for membei'ship in the System. The Board would 
then consider the adequacy of a bank’s capital structure among the 
factors weighed in passing upon the application for membership in 
the Federal Reserve System. This proposal would make it easier 
for nonmember banks to join die Reserve System. It should be clear, 
however, that many banks eligible to join might not do so. More- 
over, hundreds of banks would still not be able to meet the reduced 
minimum capital requiiements. Since many state banks would not 

4 A bank organized prior to the passage of the proposed legislation might be 
admitted with a minimum capital of $26,000. 
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or could not join the System, the efEectiveness of Federal Resei've 
credit control would be narrowed. 

In order to enhance the efEectiveness of Federal Reserve policies, 
both the chairman ot the Board of Governors and a Congressional 
subcommittee have proposed (1) that all banks (or at least all insured 
banks) accepting demand deposits should observe the same reserve 
requirements irrespective of whether they aie member banks or 
nonmember banks and (2) that all such banks should be given access 
to the discount and loan facilities of the Reserve banks. Such legis- 
lation, it is argued, Avould not interfere with the states' rights to 
chaiter and supervise banks. The dual banking system of member 
,vd3anks and nonmember banks would be continued. It would elimi- 
nate competition in laxity with respect to reserve requirements. 
Presumably it ivould remove the danger that the relative competitive 
advantages of membership as compared rvith nonmembership in the 
Reserve System would affect the aggregate money stock of the coun- 
try and weaken the power of the Reserve authorities to contixil the 
money stock. Granting access to Federal Reserve credit to all banks 
would serve the useful purpose of providing liquidity to nonmember 
banks in times of stress. 

■ SERVICE FUNCTIONS OF THE RESERVE SYSTEM 

Having described tlie structure of the Federal Re- 
serve System, we turn next to the service or “chore” functions which 
it performs. These functions utilize the major share of the human 
and physical resources of the System and are impoitant in facilitating 
the effective operation of the monetary and banking system, although 
they are not of major importance in determining the size of the 
community’s money stock. 

SUPERVISION 

The Federal Reserve Act placed upon the Board of 
Governors and the Federal Reserve banks the responsibility of super- 
vising and examining the member banks. The Reserve System's task 
of supervision is shared with others. Federal activities in chartering 
and examining commei'cial banks are shared by the Gomptrollei’ of 
the Currency, the Federal Reserve System, and the Federal Deposit 
Insurance Corporation. 

Supervision of national banks is vested in the Coniptrollei' of the 
Currency, who is appointed by the President with the consent of 
the Senate for a ‘term of 6 years. The Gomptrollei passes upon 
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j 'applications for diarters for new national banks, mergers, etc. He 
J. oversees the issue (to the Federal Reserve agents) and retirement 
of Federal Reserve notes, calls for reports h'om national banks, and 
, appoints examineis for national banks. Since 1933 the Comptroller 
has served as a director of the FDIC. 

In addition to the main office at Washington, there is in each of 
the twelve Federal Reserve districts a chief national bank examiner 
who supervises the field force in his district. The Comptroller is 
required by law to examine every national bank (at its expense) 
twice in each calendar year, or more often if he deems necessary. 
The aims of die examination (made without prior notice to the 
bank) are (1) to appraise assets and determine solvency, (2) to detect 
violations of law by the bank and its staff, including defalcations, 
and (3) to discover unsafe and unsound .tendencies and policies. A 
copy of each report of examination is furnished to the Reserve bank 
and to the bank examined. 

The examinations made by the Comptroller are limited to na- 
tional banks. State banks and trust companies are subject to such 
examinations as the state law requires. For banks which are mem- 
bers of the Federal Reserve System, the Federal Reserve banks may 
accept the examination made by the Comptrollei or state supervisor 
or may instead, with the approval of the Fedeial Reserve agent or 
the Board of Governors, call for special examinations by examiners 
selected or approved by the Board of Governors to inform the 
Reserve bank of the condition of its members and the lines of credit 
extended by them. In practice, the Federal Reserve banks have 
merely investigated special points of weakness or unsound practice 
disclosed by the national bank examiner’s report; for the most part 
they have examined state member banks jointly or alternately with 
state bank examiners. 

The creation of the FDIG introduced a new element of complexity 
^ in the supervision of commercial banks. The FDIG examines na- 
tional banks (with the consent of the Comptroller), state member 
banks (with permission from the Board of Govemois), and state 
banks (jointly or alternately with tlie state authorities), which are 
insured or apply for deposit insurance. It may also examine any 
closed insured bank. 

Reports provide a valuable adjunct to examinations. National 
banks must make not less tlian three reports each year to the Comp- 
troller. At his request a report of condition on a specified past date 
must be transmitted within 5 days, under penalty of fine, and must 
be published in abbreviated form in a local newspaper. At the time 
of declaration each bank is also required to report each dividend 
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declared and the amount of net earnings in excess of dividends. The' 
Comptroller may require further leports for special pin poses State 
member banks are required on call of the Board of Governoi*s of 
the Federal Reserve System to report not less than three times a 
year to their district Resei*ve bank on theii condition and also to 
report the payment of dividends. In addition* banks have been 
increasingly required to assemble data for reports of all kinds— for 
congressional committees, for example, and for cases prosecuted by 
the government in the courts. In 19.S8 a uniform report form was 
prepared by the three federal agencies and approved by the executive 
committee of the National Association of Supervisors of State Banks. 

Owing to voluntaiy agi cements among the tliiee federal bank 
supervisory agencies and the forty-eight state supervisory authorities, 
diere is less confusion and duplication of effort than might be 
expected from such overlapping jiirisdit tions.® The quality of bank 
supervision has improved steadily over the years. Not only have the 
federal bank supervisory agencies provided more competent exam- 
inations in fields heietofore uncovered and raised the standard of 
examinations in all fields, but they also have set a model or uniform 
pattern for state legislation. 

The current status of supervision, nevertheless, leaves much to 
be desired. Overlapping jurisdictions create many problems. Promo- 
tion of the development of uniform supei vision and examination 
policies is hampered; some evidence exists to indicate that on occa- 
sion the different agencies have been guided by different concepts 
as to the purpose of bank supervision and examination. Consolida- 
tion of supervisory agencies would simplify the problem and reduce 
expense by eliminating duplication. This is a paiticularly important 
consideration because many examining staffs arc undermanned. 
Another point in favor of a merging of this work with that of the 
Federal Reserve authorities or the Federal Deposit Insurance Cor- 
poration is the fact that these bodies require supervisory* machinery 
for the repression and remedy of bad banking and possess greater 
powci to enforce their orders than does a mere supervisor. Finally, 
it has been suggested that all bank examiners should be placed under 
civil service and that the rigid examinations now required of some 
be extended to all neiv appointments. Salaries sulTicicntly laige to 
attract and retain high-grade men in the field as well as security 

B Sec the Joint Statement on CoorcHnation of Practices In Fields of Mutual or Joint 
Rcsimnslbllity. issued by the Executive Committee of the National Association of 
Supervisors of State Banks, the FDIC, the Comptroller and the Board of Governors, 
federal Reserve JSuUetm^ August 1952, pp. 877-881. 
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ol: tenure may ^vell improve the caliber of bank examinations in 
the more backward areas. 

fISCAL FUNCTfONS 

According to section 15 of the Federal Reseri'e Act, 
the Federal Reserve banks “when required by the Secretary of the 
Treasury, shall act as fiscal agents of the United States, and the 
revenues of the government or any part thereof shall be deposited 
in such banks, and disbursements may be made by checks drawn 
against such deposits.” These powers were first used in 1916; by 1920 
the sub treasuries were finally discontinued and their remaining 
duties were given over to the Reserve banks. Today the United 
States Government is the largest customer of the Reserve banks; 
before 1921 the Treasury reimbursed these banks for practically all 
direct expenses they incurred, but subsequently about half the work 
done for the Treasury has been carried out without charge and the 
banks have been reimbursed only for certain specified expenditures. 

The Reserve banks perform a variety of fiscal functions for the 
government. They include: 

1. Receiving, holding, and disbursing of government funds. The 
Reserve banks receive on deposit income taxes, customs, and mis- 
cellaneous internal revenue taxes. They pay Treasury checks for 
salaries, pensions, relief, public tvmks, etc., as well as coupons 
attached to government bonds. They transfer by wire large sums 
of money fiom one part of the country to another for government 
account through the Interdistrict Settlement Fund to Federal Re- 
serve banks in cities where disbursements are made. 

The Reserve banks are not the sole depository of the United States 
Treasury cash balances. Typically the Secretary of the Treasury 
maintains a working balance at the Reserve banks and leaves the 
remainder of Treasury cash balances on deposit ^vith the commercial 
banks. Checks are seldom dra^vn upon tlie commercial bank deposi- 
tories except to replenish die ivorking balances at the Reserve banks. 
Federal Reserve banks have never paid interest on govei-nment 
deposits, and other banks were forbidden by the Banking Act of 
1933 to pay interest on demand deposits. 

2. The Reserve banks buy and sell securities in the market for 
various Treasury accounts and hold in safekeeping for the Treasury 
large amounts of securities. They announce neiv issues of govern- 
ment securities, receive subscriptions and payments, make allotments 
and arrange conversions. They redeem and exchange securities and 
are instrumental in the transfer of short-term securities. 





286 FUNCTIONS OF THE FEDERAL RESERVE SYSTEM / ‘ j 

3. The Reserve banks are now the sole source outside Washington 
authorized to replace, exchange, and redeem currency. Not only 
have they taken over various cuircncy functions formerly performed 
by the Treasury, but they also have relieved the banks in the larger 
centers of much of the loutine which they foimerly conducted for 
their coi respondents. 

4. The Federal Reseivc banks are required to sen'e as fiscal agents 
for various agencies and corporations established by the government, 
such as the Reconstruction Finance Corporation, the Commodity 
Credit Corporation, etc. 

5. Tlie Reserve banks also perform a host of other services for 
the Treasury. During, and immediately after. World War 11 the 
banks sensed as intennediaries in arranging the so-called V, VT, 
and T loans to business firms engaged in war production. The 
Federal Reserve Bank of New York serves as the government’s agency 
in gold and foreign exchange tiansactions and also serves as the 
depository of the International Monetary Fund and the Interna- 
tional Bank for Reconstruction and Development. 

The services rendei'ed by the Federal Reserve banks as fiscal agents 
are important primarily because tliey coordinate Treasury finance 
with money market conditions. Thus, the Reserve banks have pre- 
vented stringency in the money market at tax payment dates through 
use of their open-market poweis, described in Chapter 14. When 
tlie Treasury lias been engaged in preparing a new issue of govern- 
ment securities, the Reserve banks have nut only shared ivith it the 
benefit of tlieir contact with the money market, but also have often 
undertaken to prepare the market for such an issue by insuring 
adequate ease of funds. The best illustrations of the latter activities 
of the Reserve System are found in the financing of World Wars 
I and II. By various means the Reserve System assured the Treasury’s 
success in its bond selling campaigns. While the services performed 
for the Treasury are frequently very desirable, they do increase the 
risk that the Reserve System ivill become subservient to the wishes 
of tlie Treasury. By supporting the government bond market after 
World War II the Federal Reserve System virtually gave up its 
poxvers to engage in open-market sales and was, therefore, impotent 
to prevent increases in bank deposits. When the Reserve System 
restricted its bond support program in the spring of 1951, govern- 
ment bond prices fell, interest rates rose, and the cost of carrying 
the Federal debt rose. The Reserve System has not only attempted ; 
to aid in the fiscal operations of the government, but it has also 
aided the money market by cushioning it from the disturbing effects 
of government financial operations. 
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CHECK CLEARING AND COLLECTION 

As we saw eailier, the principal method o£ effecting 
payments in our countiy is through the medium of checks drawn 
against demand deposits. When the recipient of the check endorses 
it and deposits it in his bank, his deposit account is credited, and 
his bank possesses a check drawn on another bank. In addition to 
cash items like checks, banks receive from their customers collection 
items such as promissoiy notes payable in the futiu'e. 

If the recipient of a check were always a depositor at the same 
bank as the drawer, no interbank debts would «irise from the use 
of checks and the technique of debiting one depositor's account, 
and crediting the account of another depositor would entail merely 
internal bank administration. In practice, the person receiving a 
check is rarely a depositor at the same bank as the drawer. The bank 
on which the check is drawn thus becomes in debt to the bank in 
which the check is deposited, and for the banking system a large 
volume of interbank debts aiise. 

Items payable at other banks can be handled through collection 
or through cleaiance. The former device means simply that the item 
is presented to the bank, ivhich pays for it in cash or the equivalent. 
Clearance, on the other hand, is the practice of offsetting reciprocal 
claims against one another so that only the remaining differences 
are settled. Clearance offers many advantages which collection does 
not provide. The former is moie convenient and economical since 
it requires less time and effort than collection and tends to conserve 
the amount of cash tied up in the process of moving between banks. 
A general measure of the technical efficiency of the banking system 
is the degree to which items aie in fact offset. 

Local Clearance— the Clearing House The mechanism for clear- 
ing and collecting items on local banks attained a high degree of 
efficiency many years before the passage of the Federal Reserve Act. 
The clearing house is primarily an association set up by the banks 
in a given locality (either a city or a region) to provide facilities for 
the interchange and settlement of credit claims. Rules and regula- 
tions are established to ensure a uniform procedure for the efficient 
clearing of checks. Each day the banks that are members of the 
clearing house send the checks and other cash claims payable at one 
of the other local banks to the clearing house. For tlie most part, 
the items consist of checks received by the banks in their previous 
day's business. 
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The checks are sorted accoiding to the bank on which they arc ' 
drawn, and the amounts are totaled and recorded. At the time 
appointed for clearing, the messengers from each bank go to the 
clearing house and exchange the packages oL checks so that each 
messenger comes into possession of the checks drawn on his bank. 
The actual clearing usually oc'ciirs about 10:00 a.m., although in 
some cities tlie clearing of checks is carried out more than once a 
day. In addition, large banks frequently exchange checks drawn on 
each other at more frequent intervals. When this informal clearance 
takes place, the presenting bank leceives a receipt for the total 
amount of the checks piesented; this receipt is put through the 
clearing house at the regular clearing in the same fashion as a check. 
At the close of the clearing the proof cleik of the clearing house 
prepares a statement of the day’s operations. The clearance is proved 
coriect if the total items brought to the clearing house equal the 
total taken away and if the total balances receivable by some banks 
as a result of the dealing equal the total differences payable by 
others. 

Since the establishment of the Federal Reserve System, many 
clearing houses use the Federal Resewe banks to settle balances. 
The manager of the New York Clearing House daily informs the 
Federal Reserve Bank of Neiv York of the results of the clearings, 
and the bank in turn credits and debits the accounts which the 
individual institutions keep on its books. Many other clearing houses 
use the same method. In cities where there is a Reserve bank branch 
the settlement of balances is done through it. In certain other cities 
settlement is made thixiugh the Reserve bank even though it is 
located at some distance. In such instances the manager of the dear- 
ing house advises the bank by teiegi'aph of the debit and credit 
entries to be made. Other methods of settling balances, some of 
which are still in use, involve either payments by debtora to the 
manager of the clearing house for distribution to creditor banks or 
direct payments by debtors to creditors. The {>ayments may consist 
of actual cash, drafts on coiTespondent banks in larger centers, or 
clearing house certificates issued in round denominations and re- 
deemable in cash deposited in vaults under the contiol of the 
clearing house. 

While the clearing of checks and other items is the primary func- 
tion of the clearing house, the association also pei'Lorms a variety 
of trade association activities designed to increase bank profits and 
to promote stability of the banking system. Uniform bank charges 
for services have been fostered by clearing houses. At one time the 
setting of maximum interest rates paid on deposits by members was 
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encouraged by some clearing houses. In order to prevent failures 
among banks, clearing houses in some cases established systematic 
bank examinations for members and piovided leadership and mutual 
cooperation in times of crisis. 

Handling of Items Payable Out of Toivn The mechanism for 
clearing and collecting items drawn on out-of-town banks was in- 
tolerably inefficient before the facilities of the Reserve banks were 
made available. The recipient of a check drawn on an out-of-town 
bank deposited it with his bank which then undertook to collect 
from the drawee bank. Since the dra^vee bank often imposed an 
exchange charge (that is, remitted less than the face value of the 
check) -when a check was presented to it through the mails, it was 
common practice to send the check to a correspondent bank which 
acted legally as the agent of the forwarding bank. The correspondent 
bank receiving the check might in turn pass it on to its coirespondent 
to collect. 

The system of check collection through correspondent banks was 
slow, wasteful, costly, and at times uncertain. Remittance frequently 
took the form of cunency with attendant expense. Checks were 
routed in a circuitous manner to avoid charges or to build up bal- 
ances in particular centers. There is a record, for example, of a check 
diawn on a bank in Sag Harbor, Long Island, New Yotk, and de- 
posited in a bank in Hoboken, New lei-sey, 93 miles away. That 
single check traveled 1,223 miles in 10 days and passed through 
ten banks other than the drawee. Here is a record of its journey: 


To New York City 

Miles 

3 

To Far Rockaway 

Miles 

45 

To Boston 

200 

To Neiv York City 

20 

To Tonawanda 

405 

To Riverhead 

75 

To Albany 

210 

To Long Island City 

70 

To Port Jeffeison 

105 

To Sag Haibor 

90 


The system of check collection tlirougli correspondents necessitated 
the maintenance of excessive interbank balances. Finally, loose and 
dangerous practices developed. When a bank sent out-of-town checks 
to its coirespondent, it normally took credit immediately for the 
items foi warded even though they might be collected only after 
a period of time. The longer the checks against any given bank were 
in the process of collection, the longer it would be before reserves 
were reduced. The circuitous routing of checks led to the creation 
of fictitious reserves in two ivays: the fonvarding bank received the 
benefit of reseiwes tor deposit expansion before these reserves were 
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collected and the drawee’s bank’s reserves were maintained for a 
longer period than tvould have been the case if cliecks ^vere presented 
directly to it for collection. 

Clearing and Collection Under the Pederal Reserve System 
Despite general recognition and ^videspread discussion of these weak- 
nesses, there 'tvere few actual attempts to reform the clearing and 
collecting mechanism for out-of-town items before 1913. Banks were 
unable to obtain conceited and centralized action on any nation- 
wide plan, and they had a difficult time in attempting to compute 
the costs of the cumber.some arrangements then prevailing. The 
Federal Reserve System effected noteworthy changes in our clearing 
and collection machinery, inaugurating a direct, scientific, and eco- 
nomical system. It undertook “to do for the banks of the nation 
very much what the clearing house does for the banks of the city.” ® 
It provided a netv mechanism for the handling of out-of-town checks, 
including means for settling the resulting balances betiveen the 
Fedeml Reserve banks themselves. 

In July 1916 a compulsory clearing system for all member banks 
^v^ts instituted by tlie Reserve System. Member banks are i-equired 
to pay at par all checks drawn on and jiresented to them through 
the district Fedeial Reserve bank. No member bank is compelled 
to collect its out-of-toivn checks through its Reserve bank, ho^vcvei, 
and if it chooses, it can continue to send them to a correspondent 
for collection, Nonmember banks which agree to remit at par and 
maintain adequate balances with the Reseive bank in their distiict 
are accorded the privilege of the Reserve System’s clearance and 
collection mechanism. Each Reserve bank and its branches under- 
take to collect free of charge cash and noncash (promissory notes, 
bills of exchange, drafts and bond coupons) items for its members 
and for nonmember clearing banks. Its services are available both 
for collections within the district of the creditor bank (intradistiict 
collection) and for collections outside the district (interdistrict col- 
lection). 

Where a member or nonmember clearing bank deposits with its 
district Reserve bank a check draivn on another member or clearing 
bank in the same distiict, tlie collection process is quite simple. The 
Reseiwe bank debits the drawee bank's balance and credits tlie bal- 
ance of the payee’s bank. Eacli Reserve bank publishes its availability 
schedule, based upon the average time it takes for checks, after the 
receipt by the Reserve bank of the checks to be sent to tlie drawee 
bank for presentment. During this period the funds are neither 

" W, R. Burgess, The Resene Banks and the Money MarkeL gd ed. ^New York. 
1M6), p. 94. ' ' 
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charged against the drawee bank nor credited to the sending bank. 
According to the time requiied for collection, member banks de- 
positing checks receive credit at once or within up to 2 business 
days, at the expiration of which time the credit is transferred from 
a deferred account to the member's reserve or clearing account and 
is then available for withdraival or other use. Banks receive credit 
on noncash items collected through the Reserve System's collection 
mechanism only when payment is actually received. 

The collection of a check involving banks in different Federal 
Reserve districts is more complicated, but it is easily handled by the 
Resen^e System's collection mechanism. The bank receiving the 
check sends it to its district Reserve bank. The latter in turn sends 
it to the Reserve bank in the district in which the drawee’s bank 
is located.'^ When the time required for collection expiies, the payee’s 
account with its Reserve bank is ciedited and the Reserve bank in 
the drawee's district debits the latter's account. Settlement between 
the ttvo Reserve banks is effected tlirough the Interdistrict Settle- 
ment Fund under the supervision of the Board of Governors in 
Washington, D. C. Daily each Federal Reserve bank and branch 
wires to the Board of Governors the totals it has credited to every 
other Reserve bank during the day. The Board effects a clearance 
and ascertains the final balances, tvhicli it rvircs to the individual 
Reserve banks for entrance on their books. In accordance rvitli these 
balances, the Board changes on its books the record of owneiship 
of gold certificates held in the Fund at Washington, Avhich consti- 
tutes part of the legal reser^'e of the Federal Reserve banks. 

The Federal Reserve banks make available to member banks facili- 
ties for transferring funds by tvire to all parts of the country. Any 
member bank may request its Reserve bank to transfer to any mem- 
ber bank, whether located within or outside its otvn district, any 
sum of money in round amounts. If the transfer takes place between 
banks in one Reserve district, the reserve account of the sender is 
debited and tlie recipient bank's reserve account is credited. When 
the transfer of funds occurs between member banks in different 
Reserve districts, tire reserve account of the member bank sending 
the funds is debited and the reseiwe account of the recipient bank 
is credited by its Reserve bank. Settlement between the Reserve 
banks is made daily through the Interdistrict Settlement Fund. 
Transfers of funds are performed free of charge for member banks 
over the leased wire system connecting the Board of Governors, 
the United States Treasuiy, and all the Reserve banks and tlieir 

TThe checks may instead be sent direct to this Reserve bank when a considerable 
voluRie is involved, and the other Reserve bank merely be notified. 
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branches. Transfers of funds for member banks for the accounts of 
other banks, individuals, or business firms are made over commercial 
whes for the cost of the telegram. 

Thus, through tlie Interdistrict Settlement Fund there can be 
created without cost any amount of exchange needed at any point 
tvhere a Federal Reserve bank or branch is located, and there can 
be obtained without cost immediate settlement for any amount of 
exchange \vhicli may accumulate there. “What the check-collection 
system has done for settlements by check the wire transfer system 
has done for telegiaphic settlements." ® Gold and currency move- 
ments for settling balances have been almost entirely eliminated. 

The Federal Reserve collection system remedied most of the de- 
fects characteristic of former amngements. The result has been to 
improve the efficiency of, to reduce the expense of, and to increase 
the acceptability of bank checks as a means of payment throughout 
the country. The Fedeial Reserve techniques save time and money 
by making jiossible systematic and direct routing of checks and by 
effecting prompt clearance on the books of the Reserve banks and 
the Interdistrict Settlement Fund. They reduce the volume of inter- 
bank balances required for collection purposes, and tbe amount and 
distance of ciiriency shipments. They apply, moieover, to time as 
ivell as cash items. The Federal Reserve banks make no cliarge to 
members using their facilities, and remove the basis for exchange 
chaiges by their willingness to pay the cost of shipment of currency 
to tliem in payment for checks they present. Member and nonmem- 
ber clearing banks, however, are permitted to make small regulated 
charges to those tvho deposit out-of-town checks. Thi.s seiwice chaige 
is permitted to compensate the collecting bank for the time and 
trouble involved in making the collection. 

On the other hand, the system does not cover all banks. The 
Reserve Ixmks refuse to receive items draum on “nonpar banks." 
Nonpar banks do not remit the face value of their customers’ checks 
returned for collection through tlie mail. Instead they remit the 
face value of the checks minus an exchange charge ^vhich commonly 
amounts to 1 percent of the face of the check. At the end of 

1951 there were 12,158 banks on the Federal Reserve par list and 
1,829 not on the list. The nonpar banks are mainly rural slate- 
chartered banks located in the South and West tvho derive no small 
pait of their earnings from exchange charges. The Federal Reserve 
System at one time tiied vigorously to enforce par settlement on all 
commercial banks, but it met violent protest fioin banking groups, 

8 Burgess, op. clt., p. 102. 
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especially country banks. State legislatures passed laws designed to 
prevent nonpar banks £rom being coerced into abandoning exchange 
charges. Moreover, court decisions ^verc advene to the System’s 
attempt to compel par collection. In 1923, pursuant to instructions 
from the Board, Reserve banks reverted to the policy of refusing 
to accept for collection checks drawn on nonpar banln. Thus, the 
ideal of a check currency circulating at par over tlie nation at large 
has not been completely realized. 

QUESTIONS AND PROBLBM5 

1. a. "There appears to be a great deal of confusion in tlie public mind 

as to the principles which should govern the relations of central 
banks to governments. Perhaps niiicli of the confusion turns upon 
the failure to distinguish between 'governmentar and ‘politicar 
in a narrower sense." (J. H. Williams, "The Banking Act of 1935,” 
Ameiican Economic Review, Supplement, 1936, p. 99.) Explain, 
b. “The framers [of the Federal Reserve System] had as their pm pose 
the strengthening of the existing banking stiucture without chang- 
ing fundamentally the existing unit banking system.” Explain 
how they achieved this objective. 

2. Some have proposed that the government acquire ownership of the 
Federal Reserve banks. 

a. Who owns them now? Who manages them? 

b. What difference would government ownership make in the opera- 
tion of the Reserve banks? 

3. a. Why is the Federal Reserve Bank of New York more important 

than any of the other Federal Reserve banks? Does tliis make its 
functions different? 

b. “The Federal Reserve System may properly be described as a 
centralized banking system.” By reference to its structure and func- 
tioning, explain why. 

4. Explain specifically the leading ways in which the Banking Act of 
1935: 

a. Increased centralization of control witliin the Federal Reserve 
System, 

b. Changed the relations between the government and the Reserve 
System. 

5. a> Contrast the relative status today of membership in the Federal 

Reserve System and the FDIC. How do you account for the dif- 
ferences found? 

b. Should all commercial banks be members of the Federal Reserve 
System? Why or why not? 

c. How could membership in the System be expanded? 

6. Contrast tlie bank supervisory activities of the several federal agencies 
botli as to nature and scope. 
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7. Why should the central bank be charged with fiscal functions for 

government? Whidi reason do you regard as most iniportanti and 

why? 

8. a. Is the volume of bank clearings a lietter index of business condi' 

tions than the volume of debits by banks to the accounts of indi- 
vidual depositors in the bank? "Why or why not? 

b. How would the widespiead development of bianch banking affect 
tlie clearing and collection of checks? 

9. a. Explain how the Fedeial Reserve System has applied the idea of 

clearing on a national scale. 

b. If the Federal Reserve banks use a deferred availability schedule 
showing the time (vaiying from the same day to two business days) 
that must elapse before proceeds of items become available, why 
do they show a “float" in theii statement of condition? 

c, Contiast the size and source of float under die correspondent 
system and the Fedeial Reserve System. 

10. a. Why do member banks of the Federal Reserve System still use 
correspondent banks? What services do such correspondents 
render? 

b. Distinguish between exchange cliarges and collection charges. 
Why are each made? Does either resemble bank service cliaiges 
on deposit accounts? If so, in which ways? 

c. "The imposition of such chaigcs means that part of the check 
currency oi the United States cimilates only at a disamnt, whereas 
tlie hand-to-hand currency circulates universally at par.” Explain. 
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CHAPTER 13 


The Federal Reserve 
System’s Control over 
the Money Stock 


w 

V 7 HiLE the Rescive System’s service functions 
are useful in providing a smoothly funcLioning monetary and bank* 
ing system, the policy-making functions of the System are its major 
task, The policy-making functions of the Reserve System are con- 
cerned with regulating tlie monetary stock in the interest of the 
general economic welfare. Alterations of the stock of money provide 
a means whereby money expenditures are inHiienced, Money ex- 
penditiues in turn constitute the effective demand for goods and 
services. The level of expenditures detemines the level of business 
activity. Usually money expenditures increase when the money stock 
increases and decline when the money stock declines. Thus, regula- 
tion of the stock of money is one means of regulating the public's 
expenditures for the current output of goods and services. 

Demand deposits are the predominant form of money in this coun- 
try. Together with cuiTency they comprise the nation’s stock of 
money. Currency is supplied jointly by the Federal Reserve banks 
and tlie Treasury. Over three fourths of the ciUTcncy consists of 
Fedeial Reserve notes issued by the Reserve banks. Ordinarily 
changes in the money stock are dominated by changes in the earning 
assets of the commercial banks. Since theie is no assurance that 
commercial banks will acquire an amount of earning assets that will 
296 
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give the community an appropriate stock of money, the banks’ deal- 
ings in earning assets are regulated by the central bank. 

When commercial banks acquire earning assets, they create deriva- 
tive deposits. The law requires that banks must hold reserves against 
these deposits. Thus, as earning assets are acquired and deposits 
are created, the banks’ excess reserves are reduced. Bank reserves 
constitute the limiting Factor in the deposit-creating powers of the 
banking system. It commercial banks have excess reserves, they are 
free to cieate deposits. IE the banks have less reserves than are legally 
required of them, they are forced to contract credit and reduce 
deposits or else to borrow additional leserves on tenns tvhich the 
Reserve banks can set. Thus, most of the policy decisions of the 
monetary authority are directed toward controlling bank reserves, 

■ LEGAL RESERVE REQUIREMENTS 

The original purpose of legal reserve requirements 
against deposits was to provide banks with cash in some proportion 
to their deposit liabilities. These reserves were designed to assure 
depositors of convei tibility of their deposits into cash. This concept 
of the function of legal reserve requirements has been progressively 
modified. Experience indicated that a small ratio of reserves is not 
adequate protection to ensure the conversion of deposits into cash. 
Moreover, with the advent of a central bank which made all sound 
assets of a bank convertible into cash, there was less need for the 
commercial banks to make provision for liquid funds to meet deposi- 
tors’ demands for cash. 

The view is now widely held tliat legal reseive requirements are 
not designed to provide liquidity to the banks but are designed to 
provide the central bank with an instrument for controlling the 
stock of money by altering bank reserves and thereby encouraging 
or restricting bank loans and investments. 

All commercial banks in the United States are required by law 
or by orders of supervisory authorities to maintain certain minimum 
reserves against their deposit liabilities. The resen^e requirements 
of banks which are members of the Federal Reserve System are stated 
in the Federal Reserve Act and are administered by the Board of 
Governors. Legal reserves of member banks consist exclusively of 
deposit credits with the Reserve bank of the district in which the 
bank is located. The reserve percentages are different for demand 
and time deposits. The percentages are also graded according to the 
location of member banks in central reserve cities, reserve cities, and 
country districts. The Board of Governors can diange the classifica- 
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tion of cities or can permit banks within the coiporate limits of a 
central reserve or reserve city to be classified in a lower requirement 
class. Thus, for example, banks in outlying areas of central reserve 
cities (Chicago and New York) are subject to reserve city reserve 
requirements. 

Reserve requirements established by the Federal Reserve Act as 
amended in 1917 remained unchanged until May 12, 1933. Begin- 
ning in the depression and becoming increasingly evident after 1932, 
bank reserves increased much more rapidly than deposits, and banks 
held substantial amounts of reserves in excess of legal requirements. 
As long as the banks hold a large volume of excess reserves, tliey 
may lend or not, as their own policy dictates. The existence of a 
large volume of excess reserves may partly or completely neutralize 
Federal Reserve policies designed to contract bank credit. In recog- 
nition of the loss of control over the money stock by the Federal 
Reserve System, Congress in 1933 authorized the Board, upon affirm- 
ative vote of five members and ^¥ith the President’s approval* to 
increase or decrease at its discretion the reserve to be maintained 
against either demand or time deposits in times of emergency. The 
Banking Act of 1935 empowered tire Board of Governors, upon 
affirmative vote of four members, to change such reserves from time 
to time in order to prevent injurious credit expansion or contraction 
but not to decrease them below the statutory figure (13, 10, 7, for 
demand deposits and 3 percent for time deposits) or to raise them 
to more than double that figure. The change may apply to any or 
all classifications of member banks. Thus, for the first time in the 
history of banking in the United States this country had a variable 
reserve ratio. The Board exercised this new credit control instru- 
ment for the first time in 1936 and has utilized it both to expand 
and contract member bank required reserves on many occasions 
since that date (Table 33). In 1948, faced with a rising tide of bank 
lending that was feeding the fires of inflation, Congi'ess granted the 
Board the power until June 30, 1949, to raise the required reserves 
against time deposits to 7^/4 percent and those against demand 
deposits to 30 percent, 24 percent, and 18 percent for central reserve 
city, reserve city, and country banks, respectively. This power lapsed 
on June 30, 1949, and was not renewed. 

The reserve percentage effective for time deposits is applied to the 
gross amount of time deposits. In calculating the required reserves 
against demand deposits, member banks deduct balances due from 
otlier domestic banks (except private banks and American branches 
of foreign banks) and cash items in the process of collection from 
gross demand deposits. These deductions give the amount of net 



TABLE SB 


MEMBER BANK RESERVE REQUIREMENTS 

(Percent of deposits) 


Eifective date 
of change 

Net demand deposits ^ 

Time 

deposits 

(all 

member 

banks) 

Central 
Reserve 
city banks 

Reserve 
city banks 

Country 

banks 

1917-Juiie 21 

13 

10 

7 

3 

19S6-Aug. 16 

19% 

15 

10’^ 

4% 

1937— March 1 

22% 

im 

121/4 

SVa 

1938-Apr. 16 

22% 

17% 

12 

5 

1941-Nov. 1 

26 

20 

14 

6 

1942-Aiig. 20 

24 


r 


Sept. 14 

22 

. . 

. 

. 

Oct. 3 

20 

a » 

. . 

. . 

1948-Feb. 27 

22 

* , 

4 

. . 

June 11 

24 

» , 



Sept. 16 



16 

7^2 ” 

Sept. 24 

26 

22 


7%« 

1949-May 1 



15 

7b 

May 5 

24 

21 


7c 

June 30 


20 


6® 

July 1 



14 

6i> 

Aug. 1 



13 


Aug. 11 

23y2 

19H 


S« 

Aug. 16 



12 


Aug. 18 

23 

19 


. 

Aug. 25 

22% 

18% 

. 


Sept. 1 

22 

18 

. 


1951-Jan. 11 

23 

19 


6® 

Jan. 16 



18 

6«» 

Jan. 25 

24 

20 



Feb. 1 



14 


In effect March 1, 1953 ^ 

24 

20 

14 

6 


Source: Banking and Monetary Statistics; Federal Resewe Bulletin. 

n Demand deposits subject to reserve requirements, which beginning Aug< 28, 1985, 
have been total demand deposits minus cash items in process of collection and demand 
balances due from domestic banks (also minus war loan and Seiles E bond accounts 
during the period Apr. 18, llM3>June SO, 1947). 

^ Requirement became effective at countr)' banks. 

c Requirement became effective at central reset ve and reserve city banks. 

APiescnt legal minimum and maximum requirements on net demand deposits: 
central reserve cities, 18 and 26 peiccnt, reserve cities, 10 and 20 percent; country, 
7 and 14 peicent, respectively, on time deposits at all member banks, 3 and 6 percent, 
respectively. 
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demand deposits to which the legal leserve percentages apply. From 
April 13, 1943, to June 30, 1947, legal leserve requiiements were 
removed from member banks deposits in the so-called Wai Loan 
Accounts.* When the Treasiny sold securities during bond drives, 
it placed die proceeds on deposit in banks all over the country; each 
bank’s sliare of War Loan deposits represented subscriptions by the 
bank or through the bank for Treasury securities. Since these de- 
posits required no reseives, banks could invest moie heavily in gov- 
ernment debt on the basis of a given amount of excess leserves. 

It is not necessary for a member bank to satisfy its legal reserve 
requirement continuously. Central reserve city and reserve city banks 
are permitted to average daily balances in relation to average daily 
requirements over a period of a week; other member banks can 
average reserve balances and leserve requirements over a semi- 
monthly period. Temporary reserve deficiencies are permissible if 
they aie offset within the calculation period by excesses. The Reserve 
banks impose monthly upon member banks a penalty (now 2 percent 
a year above the rediscount rate for 90-day commercial paper for 
member banks) based upon the average daily deficiencies during 
each of the reserve computation peiiods. Persistent reserve deficiency 
can lead to forfeiture of charter for a national bank or membership 
in the Reserve system for a state bank. 

A member bank suffering from a legal reserve deficiency may 
remedy this situation in a variety of ways. It may borroiv the addi- 
tional reserves it needs through the “Federal Funds” market already 
described. This method of restoring reserve balances may be useful 
if the reserve deficiency is of short duration. The member bank may 
transfer working balances carried ivith other banks to the Reserve 
bank. Call loans may be reduced, if the bank has such loans in its 
portfolio. Readily salable assets may be sold in the open market. 
Finally, the member bank may rediscount paper with the Reserve 
bank or borrow from it to build up its reserve account. In the long 
run, the ultimate method of increasing reserves is to reduce the 
bank’s volume of loans and investments. 

DEPBCrS Of PRESENT RESERVE REQUIREMENTS 

In its present form the legal reserve requirement does 
not provide the monetary authorities with the power to control 
precisely the stock of money. At best under a fractional rcsei’ve bank- 
ing system a legal reserve requirement would provide a known 

1 Also includes Series £ bond accounts. See note a to Table 8S. 
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Innit to the deposit expansion potential of a given volume o£ bank 
reserves. Given aggregate reseives of $1 million and a fixed legal 
reserve requirement of 20 percent, the ceiling on prospective crea- 
tion of bank deposits 'would be fivefold or $5 million. Whether the 
banks would lend and the public would boriow $6 million is not 
predictable. At one extreme the banks may hold excess reserves of 
$1 million with no increase in the stock of money, while in the other 
extreme the reserves would serve to support the full increase of $5 
million in the monetary stock. Within this range any increase in 
the stock of money is possible. Therefoi-e, with a fractional rcsen-^e 
banking system the monetary authority's control over the monetary 
stock is at best imceitain. 

However, under our present fractional reserve requirements the 
monetary authorities cannot even predict the maximum volume 
of deposits which can be supported by a given volume of bank re- 
serves. The present statutory leseive requirements differ as between 
cential reseive city member banks, reserve city member banks, and 
country member banks. The volume of deposits which can be sup- 
ported by a given aggregate of reserves varies ^vith the relative hold- 
ings of deposits by the three categories of member banks A shift 
oi deposits as between different classes of member banks can set in 
motion forces which tend to credit ease or restraint with a given 
volume of reseives for the member banks as a whole. The average 
reserve requirement for all member banks depends on the relative 
amounts of deposits in central reseive city, reserve city, and country 
member banks. If, for example, central reserve city banks gain in 
size, the weighted average legal reserve requirement for the system 
increases, and the amount of deposits which can be supported by 
a given volume of reserves falls. Conversely, a fall in the share of 
total deposits accounted for by the central reserve city banks wquld 
reduce the average leserve requirement for the member banks as 
a whole and enable a greater volume of deposits to be supported 
by a given amount of reserves. 

There is no economic reason for the intercity differential in re- 
serve requirements against demand deposits which exists under the 
present legislation. These provisions were carried over -from the 
National Bank Act. The original justification for gi'aduating reserve 
requirements was that country banks held feiv deposits for odier 
banks, that many banks in larger cities held deposits of country 
banks, and that a substantial majority of banks in the largest cities 
held deposits of both country banks and banks in reserve cities. 
Since interbank deposits were subject to abrupt withdrawals, it was 
decided to require higher reserves against them. With the tremen- 
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dous growth in use of banking facilities for all types of business 
transactions, the location of banks is no longer indicative of the type 
of deposit held. Therefore, it is no longei possible by applying 
percentages on tlie basis of an arbitrary classiiication of cities to 
approximate reserve requirements in accordance with the type of 
deposit held. 

The volume of deposits which can be supported with a given 
amount of reserves varies not only ^vith respect to the category of 
member bank which holds them but also with respect to whether 
they are held by member or nonmember banks. The reserve require- 
ments for nonmember banks are determined by the legislatures of 
forty-eight states.* The actual reserve requirements for nonmember 
banks on the average are significantly lower than those of member 
banks. Thus, a shift of deposits between member banks and non- 
member banks affects the deposit-creating powers of all banks even 
^vhen the aggregate of reserves remains unchanged. As the relative 
share of deposits witli nonmember banks increases, the total volume 
of deposits that can be supported with a given volume of reseiwes 
increases; conversely, given a fixed amount of reserves the deposit- 
creating potver of all banks declines as the share of all deposits held 
by member banks increases. 

The existence of different reserve requii*ements against deposits 
of member and nonmember banks means that a shift in deposits 
from member banks to nonmembcr banks or vice versa alters the 
deposit-creating powers of the banking system as a whole in the same 
way as shifts in deposits from one category of member bank to 
another alters the volume of deposits that can be created with a 
given amount of reserves for the banking system. In addition, the 
existence of different reserve requirements for member and non- 
member banks may tend to weaken the powers of the monetary 
authorities to alter the stock of money in other ^vays. Since member 
and nonmember banks often compete for the same business and 
the same customers, the lower reserve requirement for nonmember 
banks gives them a competitive advantage that tends to weaken the 
incentives to join the Reserve System. Moreover, the differences in 
reserve requirements provides an inducement for member banks 
to withdraw from the Reserve System, particularly when the System 
in an endeavor to reduce the stock of money resorts to increases in 
reserve requirements. 

> U. S. CongresB, Joini; Commluee on the Economic Report, SnbcominiUce on Gen- 
eral Credit Control and Debt Management, HearmgSt 82d Cong., 2d Seas. (1052), bere- 
atter described as Patman Hearings, describes state reserve rcquliemcnls for banks. 
See Part I, pp. 468 if. 
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SOME PROPOSALS FOR REFORM 

OF LEGAL RESERVE REQUIREMENTS 

Proposals to altei' the S)steni of legal reserves have 
been frequently put foith by economists, bankeis, and legislators. 
In the follo^vring section we shall discuss a few of the recommenda- 
tions that have received fairly widespread attention. 

A Uniform Reserve Requirement One ^vay of solving the prob- 
lems of differential reserve requirements among different categories 
of member banks as well as different reserve requirements between 
member and nonmember banks would be to establish a system of 
uniform reserve requirements which would apply equally to all 
classes of member banks as well as to nonmember banks. 

The proposal for a uniform reserve requirement applicable to 
all banks of ^vhatever class has been suggested by the chairman 
of the Board of Governors of the Reserve System,® ^vas endorsed by 
tlie so-called Douglas Report,^ and again by the so-called Patman 
Report.® The enactment of this proposal would enhance the effec- 
tiveness of Federal Reserve policy in at least two respects. First, a 
shift of deposits as between classes of member banks or between 
nonmember and member banks would not affect the volume of 
excess reserves; thus the monetary authority would gain gi eater con- 
trol over the monetary stock than it now has. Second, by eliminating 
the lower reserve requirements for nonmember banks the Federal 
Reserve authorities could take appropriate monetary action ^vithout 
fear of a withdra^val from the system of members who wish to take 
advantage of lo^ver reserve requirements for state banks. In a general 
way many authorities feel that the imposition of uniform reserve 
requirements for all banks accepting demand deposits would not 
threaten the states' rights to charter and supervise banks. It is 
alleged that the uniform reserve requirement would permit the 
continuance of the dual banking system without its great disadvan- 
tage of thwarting die powers of the Federal Reserve authorities to 
control the monetary stock. 

Abolition of Geographical Basis of Reserve Requirements 
Against Demand Deposits The provision for uniform reserve re- 
quirements for all banks could incorporate a feature designed to 

s Sec Pnimnn Hearings, Part I, pp. 472-474. 

<Scc U S Congress, Joint Committee on the Economic Report, Subcommittee on 
Monciaiy. Credit, and Fiscal Policy, Report, 81 st Cong, 2d Sess (1950), hereafter de- 
sciibed as Douglas Report, p. SO. 

BSee U. S. Congress, Joint Committee on the Economic Report, .Subcommittee on 
General Giedit Control and Debt Management, Report, 82d Cong., 2d Sess. (105^, 
hereafter referred to as Patman Report, pp. 44-45. 
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eliminate the present system of reserve i-equirements where the 
height of the reserve against demand deposits depends on the size 
of the city in which the bank is located. In 1948 a Fedcial Reserve 
committee " proposed to abolish tlie present system of reseiwes against 
demand deposits and to substitute a system of geogiaphically uni- 
form requirements based on the types of deposits. The plan called 
for higher reserve requirements against demand dc{iu.sit.s (20 percent) 
than against time deposits (6 percent) and for higher reserve require- 
ments against interbank deposits (30 percent) than against other 
demand deposits. 

In the main there are nvo advantages afforded by the proposed 
system of reserves. Under present reserve requirements net move- 
ments of deposits between banks with different reserve requirements 
add to or subtract from reserves available to the banking system. 
Enactment of the System committee’s proposal would prevent shifts 
in deposits between different classes of banks from affecting available 
bank reserves. In addition^ the proposed system of reserves would 
be moie equitable than is true of the present system. At the present 
time banks of similar si/e and doing roughly similar business may 
be subjected to different reserve requirements. For example, a small 
bank in New Yoik must hold reserves almost twice as large per- 
centagewise as a similar bank that has not been designated as a 
cential reserve city bank. 

Reserve Requirements Based on Deposit Velocity In 1931 the 
Committee on Bank Reserves of the Federal Reserve System, made 
an extended study of the deficiencies of the system of bank reserves 
that were mentioned above.^ Its repoit favored abolition of the 
practice of setting reserve requirements that differed according to 
the location of the bank and the type of deposit. It also proposed 
that both vault cash and balances ivith the Reserve banks should be 
counted as legal reserve. Finally, the committee recommended a 
novel proposal that ^vould base reserve requirements of the member 
banks not on the volume of deposits alone but also on the turnover 
of these deposits as measuied by debits to the deposit accounts. Each 
member bank (regardless of location) would be required to hold 
reserves equal to 5 percent of its total net deposits (both demand 
and time) plus reserves equal to 50 percent of the average daily 
withdrawals (debits) from all its deposit accounts. However, the 
maximum reserve requirement could not exceed 15 percent of gross 
deposits. 

The proposal for automatic variation in leserve requirements 

«E. A. Goldcnweiscr, Amertcan Monetary Policy (New York, 1951), pp. 48-50. 

? Federal Reserve Boaid, Annual Report (1932), pp 200-285 
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would tend to restrain monetary expansion in the face of inflationary 
developments, while in time of economic recession the banks’ excess 
reserves would be expanded, thereby stimulating monetary expan- 
sion. When business activity is depressed, bank deposits remain rela- 
tively inactive. Thus, required reseive ratios under the velocity pro- 
posal would decrease; not only would the banks have more excess 
reserves, but also these added reserves could lead to greater deposit 
creation since the deposit-creation multiplier would be expanded. 
Thus, recession would induce automatically an expansive monetary 
policy. Contrariwise as business activity expanded required reserve 
latios would rise. The velocity requirement would impose automatic 
increases in legal reserves as debits increased even if total deposits 
did not increase. Excess reserve would decline, and the deposit- 
creation multiplier would be reduced, thus reducing the capacity 
of the banks to increase deposits. 

Undoubtedly the enactment of this pioposal would aid tlie Reserve 
authorities to acliieve greater control over the monetary stock than 
they presumably have. The velocity requirement would provide 
monetaty control by a mechanical formula rather than by the intel- 
ligent application of knowledge to concrete economic situations. 
Bank debits are not necessarily an adequate index of the need for 
monetary expansion or contraction. If the velocity requirement had 
been used in the late 1920’s, it would have imposed little restraint 
until 1928, by which time the vast expansion of net deposits was 
practically completed. In any case. Congress refused to enact this 
proposal. 

SUPPLEMENrARY SECURITY RESERVE PLANS 

Proposals for security (or secondary) reserve require- 
ments for commercial banks have been widely discussed since the 
end of World War II.® One vaiiety of security reserve plan relates 
to a situation in ivhich the yield on short-term government securities 
is louver than the yield on long-term issues and in ^vhich tliis rela- 
tionship is maintained by a market support policy which removed 
the risk of price declines for both classes of issues. Such a situation 
existed in the United States at the end of World War II. Had the 
Reserve authorities been tvilling and able to permit the government 
securities market to seek its own level, the System would have been 
free to control the monetary stock by open-market operations. Be- 

B One of the first suggestions foi a security reserve proposal is found !n 1940: 
L. H. Seltzer, “The Problem of Our Excessive Banking Reserves," Jaumat of the 
American Statistical Association (March 1940). pp. 24-S6. 
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cause the Reserve authorities were sympathetic with the Treasury’s 
desire to keep down the interest charges on its debt, they continued 
to support the market for government obligations. By supporting 
the market for these obligations in order to keep interest rates at 
low levels, the Federal Reseive banks provided an abundant supply 
of reserve funds to the banks for use in any ^vay they saw fit. 

In the light of these circumstances the banks tended to sell short- 
term government obligations to the Reserve banks and thereby 
increased their reserve balances. After 1945 the public was borro^v- 
ing heavily from the banks; the monetary stock expanded as banks 
used their newly created reserves to Tvritc up deposits in making 
loans to customers and by purchasing long-teim government securi- 
ties." The Reserve System was unable to contiol the volume of bank 
reserves since tlie Reserve banks were committed to pay resen^e 
balances to commercial banks whenever the latter chose to sell their 
holdings of Treasury issues. 

In the face of these expansive monetary developments, the Reserve 
System submitted a plan to Congress ^vhich ^vould have required 
that banks hold in addition to their regular reserve a special supple- 
mentary reserve consisting of Treasury bills, certificates of indebted- 
ness, or short-term notes. Vault cash and excess lescrvcs might be 
substituted for short-term government securities in meeting the 
supplementary reserve requirement if the banks so desired. 

In simplest terms this proposal tvoiikl not limit the total earning 
assets of the banks. By making short-term Treasury issues required 
reserves, this proposal would prevent the banks from selling these 
issues to the Reserve banks or alloiving them to run off at maturity. 
If either of these courses of action were followed, the banks would 
acquire additional reserves which could serve as tlie basis of a 
multiple expansion of deposits. 

The security reserve proposal ^vould not directly restrict the banks' 
power to expand deposits as long as securities required for reserves 
could be purchased in the market. Assume that the banking system 
acquired an additional $1 billicm in cash reserves which could serve 
as a basis for expanding deposits by $5 billion. The expansion in 
deposits could occur whether or not there was a security reserve. 
The only effect of the security reserve would be diat a portion of 
the new assets acquired by tlie banks would have to be reserve- 
eligible seairitics. Only if the supply of reserve-eligible securities 
were controlled, could the security reserve proposal operate in a 

oln more technical parlance tlie government debt formerly held by nonbank in- 
vestors was monetized since the former holders of government debt substituted 
deposits (money) for government obligations (near monc^. 
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serious ivay to restrict deposit creation by the banks. If, in the above 
illustration, the banks were required to keep a reserve of 25 percent 
of demand deposits in the form of eligible securities and no reserve- 
eligible securities were available, tlien no additional deposits could 
be created despite the fact that the banking system had acquired 
an additional SI billion of casli reserves. 

The imposition of a security reserve would reduce the liquidity 
of the banks because of the obligation of the banks to hold intact 
government securities ivhich are among the most liquid assets held 
by those institutions. If the reduction in bank liquidity ivere serious 
enough, it might cause banks to slow down their expansion of 
deposits since they would not ^vant to tie up all their securities 
as reserves but would prefer instead to hold some free to provide 
liquid assets which could be converted into cash when, as. and if 
needed. In other words, enactment of the security reserve proposal 
might have prevented banks from selling their short-term govern- 
ments to tlie Reserve banks and obtaining additional reserves which 
would serve to support additional deposits. 

The permissible supplementary reserve percentages would need 
to be large enough so that banks would not have any substantial 
margin of government securities tvhich they would feel free to liqui- 
date in order to expand credit to private borrowers. The availability 
of both primary reserves and reserve-eligible securities would have 
to be limited and kept limited throughout the period that the sup- 
plementary reserve requirement authority remained in effect. Fed- 
eral Reserve bank credit, therefore, could not be made available 
at the option of holders of government securities. This means that 
interest rates would need to vary in response to market conditions 
of supply and demand, and they could not be held to a fixed pattern 
by Federal Reserve operations: otherwise a supplementary securities 
reserve requirement would have little special value in combating 
inllationary forces. This condition is essential to the efiective opera- 
tion of any system of reserve requirements, of course, and is not 
applicable merely to supplementary securities reserve plans. 

A variant of the aforementioned short-term government security 
reserve plan would establish a supplementary reserve requirement 
to be held in the form of any bank-eligible government securities 
regardless of maturity. The elements of strength and weakness of 
this proposal are in a broad way similar to the security reserve plan 
discussed above. 

The forces of inflation were being fed by additional bank deposits 
in 1948; die bond support program of the Reserve banks eliminated 
the most powerful tool available to the Reserve authorities to com- 
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cash reserves. Conversely, a withdrawal o£ deposits from the banking 
system may force a contraction of deposits gjeatly in excess of the 
sum withdrawn. Some people have gone on to argue that the money 
stock is perverse under the operations of our present fractional 
reserve banking system. Thus, when business is brisk, people flock 
to the banks to borrow, and the banks are quite ^villing to lend. 
The resulting complete utilization of deposit-creating powers under 
the fi actional reserve banking system leads to monetary expansion 
and inflation. Conversely, in times of depressed activity people repay 
bank loans, new borrowers are not forthcoming, and the banks are 
unwilling to lend so that excess reserves lie idle. Thus, the actual 
size of the monetary stock is dependent on the extent to which the 
banks extend loans and make investments and is far removed from 
the control of the central bank. 

Under the present fractional reserve banking system a change in 
the components of the monetary stock, that is, conversion of deposits 
into currency or vice versa influences the quantity of both in exist- 
ence. Here again the size of the monetary stock is beyond the 
effective control of the monetary authority. If depositors convert 
their deposits into currency, the fractional reserves held against the 
withdrawn deposits provide a small part of the cash needed. T-nvo 
courses of action are available to tlie banks to obtain the cash neces- 
sary to pay off their depositors. One, they may call loans and sell 
some of tlieir investments to augment their cash. But the banks, 
if left to themselves, can increase their free cash only by a small 
proportion of the assets needed (10 percent if the reserve require- 
ment is 10 percent, etc.). Every time a conversion of deposits into 
currency takes place, tlie monetary stock is reduced by some multiple 
(depending upon the reserve ratio) of the loss of cash to the public. 
A second course of action available to the banks when feced tvith a 
withdrawal of deposits in cash is to go to the central bank and sell 
some of their assets, thus adding to tlieir reserves which can be 
withdrawn in the form of Federal Reserve notes with wliicli to pay 
off depositors. If the public’s desire for cash continues, the central 
bank may find itself unable to create additional reserve and Federal 
Reserve note liabilities since the central bank must maintain a re- 
serve in gold certificates against its o^vn liabilities. This situation arose 
in 1932. A protracted public demand for cash occurred. The banking 
system became insolvent, and all the characteristics of a financial 
panic were present. Many banks were forced to sliut their doors, 
forced liquidation of bank loans and distress selling of bank invest- 
ments took place; tliese actions in turn merely whetted the public's 
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appetite for cash, which caused further liquidation and tlie attendant 
deflation. 

To remedy these defects in the fractional reserve banking system, 
a number of economists have proposed a plan commonly called 
100-percent banking. The essence of this plan is its requirement 
Lliat demand deposits be backed fully by cash in the bank’s vaults, 
or by deposits with the central bank, or by a combination of the 
two. The plan would not require any change in the present relation 
bettveen banker and depositor nor in tlie present system of check 
clearance. In effect the 100-percent reserve plan tvould strip the 
banks of the power to create money by acquiring earning assets. 
Demand deposits ivould rise only as cash actually was deposited ^vith 
the banks and would fall only as cash was withdra^vn. Thus, the 
banks would act solely as warehousemen for cash and as bookkeepers 
for theii depositors’ accounts. 

Under this scheme the commercial banks would no longer be able 
to expand a dollar of reserves into several dollars of demand deposits. 
At no time, therefore, could the bank be insolvent oi illiquid since 
every dollar of deposit liabilities is supported by a dollar in cash. 
A change in the public’s desire for cuiiency instead of deposits could 
be viewed with equanimity as the reduction in deposits would re- 
lease just enough reserve funds to meet this drain unlike the present 
situation where a loss of a dollar of resciTes requites some multiple 
reduction in demand deposits. 

Since the central bank w^ould no longer share the money-creating 
power with the commercial banks, it would have direct and complete 
power to control the stock of money. Some critics of 100-percent 
banking point out that while the central bank would acquire sole 
power to alter the stock of money, changes in the velocity of that 
stock would not be touched by the proposal. Since changes in velocity 
may be as important for economic activity as changes in the quantity 
of money, it is argued tliat 100-percent banking has severe limita- 
tions as an economic panacea. It must he evident that in a free enter- 
prise society where individuals are at liberty to dispose of their 
money as they see fit a monetary authority— ^vliether under fractional 
or 100-percent reserves— cannot control the velocity of money. 
Unlike a fractional reserve system the 100-percent proposal gives 
the central bank greater and more certain control over the money 
stock. Thus, under 100-percent reserve hanking tlie central bank 
would be in a better position to offset changes in velocity by counter 
changes in the quantity of money. Thus, for example, an increase 
in velocity could more certainly be offset by a decrease in the quan- 
tity of money under lOO-percent banking than under fractional 
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reserve banking. However, it must be clear that 100-percent banking 
would not empower the central bank to control the velocity of 
money per se any more effectively than it can under a fractional 
reserve system. 

It should be clear that the demand deposit departments of the 
banks would continue to incur costs in connection with the accept- 
ance of deposits and the clearing and collecting of checks for their 
depositois Since these departments would no longer liave earning 
assets but would hold 100-percent reserves in cash it would be nec- 
essary for the banks to levy chaiges for the services they render to 
their demand depositors. Alternatively, if the advantages of 100- 
peicent banking ivere so gi-eat as to provide a general public benefit, 
the government might subsidize these banks so that service charges 
would be kept low and check payments would continue to be the 
dominant means of effecting payments. 

Since adoption of a 100-pcrcent reserve plan would involve a 
drastic reorganization of the banking system an impoitant issue 
centeis around the manner in which it would be started. IE a 100- 
percent reserve scheme were instituted with no change in the present 
quantity of reseive funds, a tremendous deflation would ensue as 
all banks called loans and sold off tlieir investments to acqtiire cash 
reserves equal to their demand deposit liabilities. Since one bank's 
gain in cash would be another bank’s loss, the only way the 100- 
percent reserve would be achieved is when deposits were reduced 
substantially. No advocate of 100-percent reserve banking would 
favor instituting this proposal under such deflationai 7 pressures. 

Proposals for the transition from fractional reserve banking to 
100-percent reseiTes range from the suggestion that the monetary 
authority should hand the banks a free gift to create 100-percent 
reserves to plans for the monetary authority to purchase assets from 
the banks until the latter have enough cash to practice 100-percent 
reserve banking. In between these extremes are a whole range of 
suggestions to the effect that cash reserves should be raised in suc- 
cessive steps over a period of years until a 100-percent requirement 
is Rnally attained. 

Thousands of business firms depend on bank loans to finance their 
operations. One major justification for bankers in our present society 
rests on their function as the source of loans and investments to 
finance business and their role in guiding capital to investment 
opportunities. One set of objections to 100-percent banking centers 
around the availability of bank loans under this scheme. 

No advocate of 100-percent banking proposes to abolish bank lend- 
ing and investing. The function of investing would be taken care 
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of in departments of the bank not connected widi the demand 
deposit department or would be handled in separate institutions. 
Funds for loans and investments would be obtained Irom the sale 
of stock or debt instiiiments and the receipt of time deposits. Only 
small resen'es or no resen'es at all would be letiuired against tiie 
debt instruments or time deposits outstanding. Thus, all or almost 
all the funds of the time deposit department or instiLution would 
be available for loans and investments. It is important to note that 
the so-called time departments could not create money because they 
ivould need to have a dollar in cash for every dollar of loan or 
investment they extend. 

The 100-percent reserve proposal would involve up.setting current 
methods of business financing. The question of whether such a 
proposal is wortli the cost of such u]3set depends in the final analysis 
on whether the jsossible gains of inonetai 7 reform outweigh the 
disadvantages of instituting new methods of business financing. 

Under 100-percent banking the total si/e of monetary stock would 
be determined by the monetary authoiity. Some proponents of the 
plan favor a specific act of legislature regulating tlie size of the 
monetary stock in accordance with some index ol economic activity— 
for example, a price index. In this sclieme if prices fell below a 
specific level mentioned in the statute, the monetary authority would 
be required to increase the monetary stock. Conversely, il prhes 
rose to the level spccifictl in the law, the monetaiy authority would 
be required to reduce the monetary stock. Otheis prefer to vest the 
monetary authority with considerable discretion in determining the 
size of the monetary stock. 

Hmv could the monetary authority alter the monetary stock under 
the 100-percent reseive proposal? If the authority wanted to increase 
the money stock, the government could reduce taxes and finance 
its deficit by printing additional money. Alternately, the govern- 
ment could increase its expenditures and finance these expenditures 
by printing money. Moreover, the monetary authority could engage 
in open-market purchases for ^vhich it would pay by issuing money. 
Conversely, reductions in the monetary stock could be achieved by 
budgetary surpluses— either through increased taxes or reduced ex- 
penditures— and open-market sales which sop up money as the public 
pays for tlie securities sold by tlie monetary authority. 

Critics of 100-percent banking often object to centralized govern- 
ment control over the stock of money. In general, the argument is 
stated in this form; a politically appointed body would be subject 
to great public pressure, always for expansion and scarcely ever for 
contraction. This aigument may or may not be defensible. It should 
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be i^ear that if die legislatuie yields to pressure for expansion, it 
can do so under fractional reser\'e banking too by relaxing the bank- 
ing laws. If it can be proved that divided control over the monetary 
stock under fractional reserve banking ensures gieater fieedom from 
political pressure than would be true under 100-percent reserve 
banking, this objection to 100-percent reserves would be valid. 

It cannot be pretended that 100-percent banking would do away 
with all monetaiy influences not originating with the central author- 
ity. Bankers could still contract loans if they wished to. But they 
would accumulate excess reserves to the full amount of loan reduc- 
tion not to a fraction as is true now. Escape from demand deposit 
control through use of time deposits or private debt of tliird parties 
as a means of payment could offset the advantages of imposing 100- 
percent reserves. While it is true that some important elements in 
the monetaiy system would be beyond the reach of management, 
the stock of money would be controllable. 

While the 100-peicent reseive proposal has much merit as a funda- 
mental reform of contiol over the monetary stock, it would require 
a general reoi'ganization of financial institutions and practices. As a 
matter of practical politics, the possibilities of its adoption by our 
legislature, which is generally averse to radical reoiganization of 
present day institutions, is so slight that 100-percent banking is not 
likely to be enacted in the foreseeable future. 

H FEDERAL RESERVE BANKS' STATEMENT 

The Federal Reserve banks hold the reserve balances 
that member banks are required by law to maintain against tlieir 
deposits. The Reserve banks issue most of the currency placed in 
circulation in response to the public’s demand for currency. Member 
banks obtain Federal Reserve notes by reducing their reserve bal- 
ances with the Reserve banks. By adding to or subtracting from the 
banks’ deposits with the Reserve banks, the Federal Reseive System 
alters the member banks' reserves and hence their capacity to create 
deposits (acquiring earning assets) or to meet the community’s de- 
mand for currency. 

In order to understand how the Reseive banks alter tlie reserve 
balances of the member banks, it is important first to review the 
central bank's operations. The Federal Reserve banks operate on 
principles that are similar to those of commercial liaiiks with two 
rather important differences. Unlike commercial banks, the Reserve 
banka are empowered to issue their own circulating promissory notes 
which coiiiprise the predominant part of the country’s stock of legal 
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tender currency. Unlike commercial banks, the Reserve banlg^ do 
not hold deposits for the general public. They hold deposits only 
for banks, mainly member banks, and for the fedcial government. 
Except in unusual circumstances the Reserve banks do not make 
direct loans to the public but deal only with banks. 

As we saw earlier, deposits appear on the books of commercial 
banks as a result both oi the lodgment of cash witli the bank and 
the acquisition ol earning assets by the banks, and by far the largest 
volume of deposits aiises from the latter type of transaction. The 
major classes of assets of the Reserve banks are theii cash and earning 
assets. In paying for these assets the Reserve banks increase their 
indebtedness. Their liabilities consist primarily of either Federal 
Reserve notes or deposits due to member banks, the Treasury, and 
to a smaller extent deposits owed to others. 

The operations of the Reserve banks can best be understood by 
examining the combined statement of their assets and liabilities 
(Table 34 and Figure 20). The most important cash asset of the 
Reserve banks consists of gold cei tificates. The amount of gold cer- 
tificates lises whenever the Treasury issues them in order to increase 
its deposit account with the Reserve banks against ivhich it draivs 
checks. Conveisely, when gold ceitificates aie reduced, deposit bal- 
ances of the government at the Reserve banks are reduced. Other 
cash represents the Reseive banks’ holding of currency issued by 
the Tieasury, It is similar to vault cash of the commercial banks 
and is immediately available for shipment to commercial banks who 
wish additional amounts of currency. 

The Federal Reserve banks hold three main classes of earning 
assets. Discounts and advances represent loans to and rediscounts for 
member banks. Acceptances purchased in the open market (now 
few in number) are also included in this item. Industrial loans rep- 
resent direct loans by the Reserve banks to industiy. By far the 
largest categoi 7 of earning assets are the Reserve banks’ holdings 
of government securities. 

The loans and investments of the Reserve banks are of critical 
importance in determining the nation’s money stock. The banks 
pay for their earning assets by issuing Federal Reserve notes, which 
comprise the largest component of the stock of cuiTency, or by 
aediting the reserve accounts of tlie member banks, who in turn 
can expand their deposits on the basis of the additional reserves 
acquired.*" 

The asset uncollected and the liability defeired availability items 

10 In tiiose lare instances where tlie Reserve banks purcliuse sccuvities illrcctly fioin 
the Treasury, the latter's deposit account at the Rcseive banka Is credited. 
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STATEMENT OF CONDITION OF ALL FEDERAL RESERVE BANKS, 
DECEMBER 31, 1951 

(000 dollars omitted) 


Assets 

Gold certificate reserves 

§21,468,067 

Other cash 

323,175 

Discounts and advances 

19,347 

Industrial loans 

4,637 

United States Government securities 

23,801,358 

Bills $ 506,360 

Certificates 12,792,798 

Notes 5,068,073 

Bonds 5,344,127 

Due from foreign banks 

28 

Federal Reseive notes of other Fed- 

eral Reseive banks 

201,141 

Uncollected items 

8,905,327 

Bank premises 

43,599 

Other assets 

133,157 

Total assets 

§49.899,836 

Liabilities 

Fedeial Reserve notes 

§25,064,109 

Deposits 

Member bank-reserve account 

20,055,716 

U. S, Treasurer— general account 

246,687 

Foreign 

526,375 

Other 

362,798 

Deferred availability items 

2,721,490 

Other liabilities 

13,809 

Total liabilities 

§48,990,984 

Capital Accounts 

Capital paid in 

§ 286,618 

Surplus (Sec. 7) 

538,342 

Surplus (Sec. 13b) 

27,543 

Other capital accounts 

106,354 

Total capital accounts 

§ 908,852 

Total capital accounts and liabilities 

$49,899,836 


Source: Board of Governors of the Federal Heserve System, Annual Re~ 
port (1951), pp. 54-55, 60. 
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should be considered togethei, Wlien a Federal Reserve bank re- 
ceives checks and other cash items from clearing banks for collection, 
it places die amounts as an asset (uncollected items) and as a liability 
(defen-ed availability). The collection items are classified according 
to the time normally required to collect them. The forwarding bank 
is given a deferred availability credit according to the Reserve bank’s 
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major classes of assets, liabilities, and capital of 
FEDERAL RESERVE BANKS, DECEMBER 31, 1951 


USES OF FUNDS 


Sold Oirllllooto Iteiarw 
4M pamri! 


OlMDuirtt, Advonon, 
and InduiUiol Loom 
.1 paroml 


U,S.OwtfmMnt 
Seourltlm, 
47.7 pirmnl 


OllMrAiuti 
ae poroint 


SOURCES OF FUNDS 



K ''‘''’J’s 

ij ('-w„ 
VI \ pkO 


Dapoalto of Mambir 
lonli Raaarvaa 
parcant 


Othar oapoaHi 
8.3 peroani 


Ptdarol Raaarva Nofnn 
SO.a paroant 


laa 

parfl~ 

Oopllol Aocounia 
1.8 poroant 


availability schedules, ivhich may run as long as 2 business days. 
At the expiration of the availability period, tlie forwarding bank’s 
deferred availability credit is canceled, and an uncfinditional credit 
to die bank’s reserve account is made. The availability schedule 
sometimes allows for less time than is actually consumed in collecting 
checks so tliat the fonvarding bank’s reserve account is credited 
before the payee bank’s reserve account is debited. For example, 
Bank A in New York sends a check against Bank B in San Francisco 
to the Federal Reserve Bank of Neiv York. The availability schedule 
of the Neiv York Reserve Bank for items drawn on banks in San 
Francisco is 2 days. Thus, at the end of 2 days Bank A’s reserve 
account is credited for tlie amount of the check. Normally, at the 
end of 2 days the Reserve Bank of San Francisco should have debited 
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the reserve account of Bank B. For the banking system as a whole 
reserves would then have remained tlie same although the owner- 
ship would have been altered between Banks A and B. Assume, 
hoivevei', that by the end of the second day the check on Bank B had 
not been presented to it. Bank A’s reserve account “ivould have been 
credited, but Bank B’s reserve account would not have been debited. 
Thus, the net difference benveen uncollected items and deferred 
availability represents “float” which develops because the time sched- 
ule allows for less time than is actually consumed in collecting 
checks; the “float” represents an extension of Federal Reserve credit 
to the banking system. 

Federal Reserve notes of other Federal Reserve banks should be 
offset against Federal Reserve notes which appear among the liabili- 
ties. The true liability of the Reserve banks, as a whole, on account 
of outstanding notes, is the difference betiveen these two items. 
The items dues from foreign banks and bank premises are self- 
explanatory. Other assets are a residual item tvhich includes, among 
other things, premium on securities and interest accrued. 

The bulk of the Reserve banks’ deposit liabilities consists of 
deposits due to member banks. The member banks’ deposits with 
the Reseive banks satisfy the legal reserve requirement that banks 
must maintain against tlieir deposit liabilities. Deposits with the 
Federal Reserve banks are convertible, as the commercial banks 
wisli, into legal-tender currency (Federal Reserve notes or Treasury 
currency) for their own vault cash or for use by the public when 
it withdraws deposits in currency. 

Deposits due to the United States Treasurer represent the genend 
account of the government which is utilized in meeting its obliga- 
tions. Deposits owed to foreign creditors are mainly the dollar bal- 
ances of foreign central banks and treasuries as well as the deposits 
of the international monetary agencies. 

The capital paid-in represents the value of all the stock of tlie 
Federal Reserve banks owned by the member banks. Surplus (sec- 
tion 7) consists of the accumulated net earnings of the banks which 
remain after the payment of dividends and the payment of franchise 
taxes to the federal government. In the event the Reserve banks 
are dissolved the surplus belongs to the Treasury. Surplus (section 
13b) represents funds returned to die Reserve banks by the United 
States Treasuiy to enable the former to grant industrial advances. 
Current earnings not yet transferred to surplus (section 7) and re- 
serves for contingencies are included in the other capital accounts. 
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■ COLUTERAL AND RESERVE REQUIREMENTS OF THE 
CENTRAL BANK 

The principal vehicle through which the Reserve 
System exercises control over the monetaiy stock is by varying its 
holding of earning assets. The ability of the Reserve banks to alter 
the volume of deposits on their books as well as tlie amount of 
Reserve notes outstanding may be affected by the resources available 
to tlie banks. In an absolute sense, the Reserve banks may have 
insufficient resources to engage in the scale of operations sometimes 
required for effective monetary control. Some portion of the Reserve 
banks’ earning assets cannot be utilized since the banks must reserve 
a minimum bloc of assets to provide income sufficient to cover oper- 
ating expenses as ^vell as the statutory dividends on member banks* 
holdings of Reserve bank stock. Moreover, tlie Reseive banks may 
not be able to dispose of earning assets because they need them to 
meet collateral requirements on Federal Reserve note issues. Finally, 
tlie amount of liabilities the Reseive banks may incur in the form 
of deposits and Fedeial Reseive notes outstanding is limited by the 
requirement that Reserve banks must maintain a reserve against 
their liabilities. 

COLLATERAL REQUIREMENTS 

The original Federal Reserve Act went to great 
lengths to protect the safety as well as the elasticity of the Federal 
Reserve note. When the act ivas passed, provision was made for 
issuance of Reserve notes to the banks by tlie Federal Reseive agents. 
The banks were required to deposit commercial paper equal to 
100 percent of the outstanding notes; in addition, a gold reserve 
equal to 40 percent of Federal Reserve notes in circulation ivas to 
be set aside. Tims, tlie total reserve and collateral requirements 
amounted to 140 percent. In June 1917 the Federal Reserve Act 
was amended to require the pledge of assets equal to the face value 
of outstanding Federal Reserve notes. Of tlie 100 percent reserve 
and collateral required, 40 percent had to be in gold and the remain- 
ing 60 percent could be commercial paper and gold in any pro- 
portion. 

Elasticity of Currency One of the major complaints against the 
national banking system was the lack of elasticity in the nation’s 
currency and bank reserves. When people converted deposits into 
currency, the country banks withdrew their deposits in city banks 
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in the form of currency, Tliis often led to a shortage of bank reserves 
which tvas reflected in a “tight” money condition; if the conversion 
of deposits into cunency went far enough^ the banks were forced 
to suspend conversion of deposits into currency. Even the seasonal 
growth of currency in circulation led to rapid and sometimes serious 
shortages in bank reserves. 

The Federal Reserve System was established to supply the desired 
elasticity in currency and bank reserves. The framen of tlie law 
intended the elasticity to come principally from Federal Reser\'e 
notes. The notes were to be issued with a backing of 100 percent in 
commercial paper and 40 percent in gold. Great stress was laid on 
maintaining a direct link between commercial paper and Federal 
Reserve note issues since it was believed that banks would be able 
to convert their deposit liabilities into note liability form as the 
occasion for sucli conversion arose. Member banks in need of reserves 
would rediscount eligible paper, and the Reserve banks could then 
issue more notes with the added collateral which resulted from 
member bank borrowing. It was hoped that in this manner member 
banks could add to their reserves without reducing their loans and 
investments; avoidance of the latter action is desirable since it might 
precipitate deflation. 

The belief of the founders of the Reserve System that by issuing 
currency against self-liquidating commeicial paper automatic elas- 
ticity of the currency would be ensured is no longer tvidely held. 
It has since been learned that clianges in the volume of cun*ency 
are responsive to various economic developments, and elasticity of 
currency is provided by enabling banks to shift their demand deposit 
liabilities into note liability form as the need arises. There is no 
reason to limit the amount of note issues to the amount of commer- 
cial paper which comes into the hands of the Reserve banks. Elastic- 
ity of currency arises from tlie general ability of the Federal Reserve 
banks to increase or decrease the amount of money of any descrip- 
tion in circulation. 

Safety of Currency The provision for backing Federal Reserve 
notes by commercial paper in addition to a gold reserve arose from 
a desire to give special protection to the hand-to-hand money used 
by the public in the event of insolvency of a Federal Reserve bank. 
Congressional concern over the safety of note issues is dilhcult to 
reconcile 'with the lack of decisive action to ensure the solvency of 
commercial banks and the safety of bank deposits. Currency and 
demand deposits are, after all, interconvertible liabilities. There is 
no real purpose served by the pledge of specific collateral with Fed- 
eral Reserve agents as backing for Reserve notes. The notes are direct 
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obligations of tbe government which retains a first lien on all assets 
of the Reserve bank to protect the Federal Reserve notes. 

Collateral Requirement and Freedom of Action by Monetary 
Autliorities For many years the system of backing for Federal Re- 
serve notes presented no dilbculties to the monetary authorities. 
On occasion, however, the requiiement for collateral behind Federal 
Reserve notes served as a definite impediment to the freedom of 
action in pursuing proper monetary policy on the part of the Reserve 
System. 

In 1931 and 1932 collateral requirements interfered with the 
monetary policy activities of the Reserve System. At that time there 
was a severe business depression. There was a laige withdrawal of 
cash from member banks ivhicli forced the Reserve banks to issue 
a great many notes. At tiiat time the Reserve System was engaging 
in open-market purcliases in order to build up the reserves of the 
banking system. As a result of the open-market purchases and the 
declining demand for bank ciedit, member bank rediscounts and 
borrowing declined sliarply. The Reserve banks, therefore, were 
faced with a shortage of commercial paper eligible as collateral for 
Federal Reserve notes. Thus, gold was used as collateral beyond the 
40-percent minimum then required by law. The free gold (gold not 
used as collateral for notes and as required reserve against Reserve 
banks' note and deposit liabilities) was being leduced. Any substan- 
tial Avithdrawal of gold for export or for hoarding reduced the free 
gold to a point whei'e the Reserve banks were fearful that tliey ivould 
have to engage in open-market sales to force banks to rediscount. 
An increase in rediscounts ivould provide Reserve banks ivith col- 
lateral for note issues as a substitute for gold. I-Iotvever, engaging 
in open-market sales tvould have entailed a reversal of the casy- 
money policy the Reserve authorities were attempting to pursue to 
stem the tide of deflation. 

On February 27, 1932, tlic Glass-Steagall Act was passed, amend- 
ing the Federal Reserve Act. The emergency legislation gave the 
Reserve banks temporary permission to use government securities 
as collateral for Reserve notes in place of either rediscounts or gold. 
The immediate result of this legislation was to enable the Reserve 
banks to issue notes without causing them to reverse their open- 
market purchases to ensui'e easy-money conditions. This emergency 
legislation ^vas renewed from time to time until June 1945, at ^vhich 
time it ms made a permanent part of the act. Thus, practically all 
assets of the Reserve banks can now be used as collateral for Federal 
Reserve notes. Since these notes represent a direct liability of the 
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federal government, the special setting aside of collateral has no 
significance and should be abandoned completely. 

RESERVE REQUIREMENTS 

Reserve banks can write up deposits on their own 
books by making loans or purchasing securities. Similarly, the banks 
can issue Federal Reserve notes by making loans and investments. 
Are there any limits to tlie amount o£ liabilities the Reserve banks 
can incur in the form of deposits or Federal Reserve notes out- 
standing? 

Until June 12, 1945, the Reserve banks were required to maintain 
at least 40 percent in gold certificates against issues of Federal Re- 
serve notes and 35 percent in gold certificates or lawful money 
against deposit liabilities. The higher reserve against Federal Reserve 
banks’ note liabilities than deposit liabilities was a reflection of the 
solicitude about the safety of the community’s hand-to-hand money. 
Deposits with tlie Reserve banks were viewed as being of interest 
mainly to banks. In point of fact, since both types of liabilities are 
interconvertilDle, the distinction in reserve requirements served no 
useful purpose. 

Since 1945 a uniform requirement of 25 percent in gold certificates 
has been in effect. In other words, under the present statutes the 
Reserve banks are not to have outstanding at any time deposits and 
Federal Reserve notes equal to more than four times their holdings 
of gold certificates. Thusrthe reserve requirements for Federal Re- 
serve banks set a maximum limit to Federal Reserve bank loans and 
security purchases since the latter give rise to Federal Reserve notes 
or deposits on the books of the Reserve banks. 

The Board of Goveinors is authorized to suspend the reserve 
requirements for a peiiod not exceeding 30 days and to renew tlie 
suspension from time to time for periods not longer than 15 days. 
If the Board avails itself of this po^ver, it is required to assess a 
graduated tax upon the Reserve bank based on the reserve defi- 
ciencies.“ The Reserve authorities are reluctant to utilize their 
powers to suspend reserve requirements because it is evidence of 
distress which may easily cause the financial community to engage 
in widespread liquidation. 

The Federal Reserve Act spedRes the rate of tax in connection with deiidcncles 
In reserves against Fedeiol Reserve notes; the tax paid by the Reserve bank must 
be added to its rediscount rate. The law does not stipulate the rate of tax to he 
imposed on a deficiency in reserves against deposit liabilities nor Is iheie any direction 
that the rate of the tax must be added to the bank’s ledlscouiu rate. 
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The rationale behind the imposition of reserve requirements 
against Federal Resei've banks* note and deposit liabilities was to 
create confidence in these liabilities and to place limits on the 
volume of notes and other Reserve bank credit whicli was created. 
Through most of tlieir history the Reserve banks have had a com- 
fortable margin of reserves in excess of their legal requirements. 
Thus, Reserve bank policy has not been much influenced from 
month to month by fears of falling belo^v requirements. Reserve 
banks are not run for profit and have pursued a policy of carrying 
reserves against their deposits and note liabilities much in excess of 
the minimum legal requirements. Since Reserve bank policy has 
been directed at economic stability rather than complete utilization 
of their reserves, there has been little gained by imposing resei*ve 
requirements against Federal Reserve banks’ liabilities. 

On the other hand, there have been times when excess reserves 
of the Reserve banks fell to dangerously low levels and the Reserve 
authorities were forced to take restraining action which was not in 
the public interest. An instance is afforded in 1931 and 1932 when 
a rapid outflow of gold reduced the excess reserves of tlie Reserve 
System to dangerous levels. It was unfortunate that the Reserve 
authorities reversed their easy-money policy and raised rediscount 
rates at a time when banks were failing in large numbers and bank 
credit was being liquidated at a rapid rate. In order to undertake 
a concerted easy-money policy it ^vould have been necessary to 
suspend reseive requirements. The authorities were not willing to 
take this course of action for fear of precipitating a panic. 

In 1945 excess reserves of tire Reserve banks were low and declin- 
ing because of gold exports and a tremendous increase in currency 
in circulation. The Reserve System was convinced that a choice had 
to be made between either reducing reserve requirements for the 
Reserve banks or forcing the Reserve banks to improve their reserve 
position by selling earning assets— mainly government securities. 
The sale of governments by the Resei^ve banks would have played 
havoc ^vitli the Treasury’s plan to finance its wartime deficits at low 
interest rates. Congress chose to reduce Reserve bank reserve re- 
quirements. 

There is serious question as to the desirability of required mini- 
mum reserves for central banks. The purpose of reserve require- 
ments appears to be to restrain the Reserve banks from indulging 
in undue expansion. As we have seen above, throughout the greater 
part of their existence the banks have had excess reserves; hence 
the reserve requirements were not an impediment to expansion. 
On a few occasions the minimum reserve requirements have served 
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as a legal lestraint on the freedom of action of the Reserve authori- 
ties to expand reserve bank credit in order to provide the cash which 
a panicky public desired. On another occasion, in 1945, require- 
ments ^vere relaxed just as they were about to become effective. 

Every oivner of money decides the respective amounts to hold in 
currency and in demand deposits. The present reserve requirements 
for the Reserve banks give the public’s choice of holdings of cur- 
rency and demand deposits undue iveight in affecting the monetary 
authority’s contiol over the stock of money. If the public insists on 
holding a dollar in Federal Reserve notes, the Reserve banks tie 
up twenty-five cents in gold reserves. On the other hand, for each 
dollar the public holds in the form of demand deposits the Reserve 
banks require five cents in gold reserves.^* With a given volume of 
monetary gold the maximum size of tlie monetary stock depends 
on the public’s preference for deposits or currency. 

Since ciurency and demand deposits are interconvertible forms of 
money, it should be possible to convert the whole of demand deposits 
into cuiiency without affecting the gold reset ve position of the 
Reseive banks. One way of ensuring that convertibility of deposits 
into currency would not affect the reserve position of the Reserve 
banks would be to lower the reserve requirement R>r notes to coin- 
cide ivith the reserve requirements applicable to demand deposits 
of member banks.^® Alternatively, the complete elimination of re- 
serve requirements for Reserve banks’ note and deposit liabilities 
would have the effect of preventing changes in the form of money 
held by the public from affecting the central banks’ control over 
the stock of money. 

Legal reserve requirements for the central bank place a statutory 
ceiling on the size of the monetary stock. One great difficulty with 
tills arrangement is that the maxima become outdated as the popu- 
lation, volume of output, and money-using habits of the public 
change. When this happens, one of two courses is open to the legis- 
lature. It may retain the existing reserve requirement and run the 
decided risk that a growing shortage of money will precipitate a 
decline in economic activity or it may lower reserve requirements 

laOii the average commercial banka maintain reservea equal to 20 percent of 
demand deposits ivith the Rcsen'e hanks. Tlie Reserve banks are required to maintain 
a minimum reserve equal to 25 percent pE their note and deposit liabilities. Thus, 
Resei've banks are required to maintain a resert'e oE 5 percent (25 percent of 20 percent) 
In gold certificates against commercial bank deposits. 

la Using the illustration of Footnote 12 above, if the Reserve banks were required 
to malnlam a reser^'c equal to 5 percent of notes outstanding, a ahltt In the public’s 
preference for notes rather than demand deposits would not alter the excess reserves 
of the Reserve banks, 
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to permit an increase in the monetary stock. Clearly, the first course 
of action should be avoided. If the second course is followed, there 
is little to be said for central bank reserve lequiiements. If the 
requirements are changed every time tliey become effective in pre- 
venting an expansion in the stock of money, there is little point 
to retaining them on the statute books. 

Histoiically, required reserves for central banks ivere employed 
to restrain their expansion of the monetary stock. With the passage 
of years central banking has become moie closely integrated with 
other elements of public economic policy. Thus, the prevention of 
abuse by the monetary authority would appear to lie in die direction 
of developing sound judgment in economic policy rather than in 
retaining reserve requirements against central bank liabilities. Be- 
cause resen'e requirements are a part of the political’ tradition in 
this counti 7 , they will probably be retained in our banking statutes. 

QUESTIONS AND PROBLEMS 

1. a. Explain the i elation between the clearing and collection and the 

reserve problems. 

b. The pyramiding of reserves that existed under the National Bank- 
ing System was widely criticized. Was pyramiding abolished or 
made less harmful by the Federal Reserve Act? How? 

c. Explain what W. R. Buigcss means {The Resewe Banks and the 
Money Market, 2d ed.. New York, 1946, p. 26) when he says tliat 
a first ‘'principle which gives gi eater effectiveness to reserves under 
the Federal Reserve System is the insurance principle of distribut- 
ing the risk." 

2. a. "The membei bank reseive position is the focal point in Federal 

Reserve policy." Explain. 

b. "The Federal Reserve monetary controls are all related in one way 
or another to the fact that our banking system operates with frac- 
tional reserves." Explain. 

3. a. Some have regarded the plan for a supplementary security reserve 

as essentially an expedient to deal with conditions that existed at 
the close of World War 11. Explain, 
b. Explain why the success of the supplementary security reserve plan 
would depend upon (1) limitation of the supply of reserve eligible 
securities and (2) interest rates that varied in response to market 
supply and demand. 

4. "We have reached a situation where private-bank credit represents 
all but a small fraction of our total effective circulating medium. 
This gives us an economy in which significant disturbances of equi- 
librium set in motion forces which operate grossly to aggravate, rather 
than to correct, the initial maladjustments." (H. C. Simons, A Positive 
Program for Laisset Faive, Chicago, 1934, p. 15.) 
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a. Explain die nature of this criticism of die present banking system. 

b. How would 100-percent banking operate to remedy these defects? 

c. What handicaps would it entail? 

5. a. Why is Federal Reserve credit sometimes called "high-powered" 
money? 

b. Did the Federal Reserve banks themselves hold any excess or sur- 
plus reserves at the close of 1951? If so, how much? How mucli 
additional credit could they then have supported? 

G. "Now that gold coin is no longer in circulation . . . and an internal 

drain cannot take place, die reserves [of central banks] are required 

to meet possible deficits in the balance of international payments." 

(Second Interim Report of the Gold Delegation of the League of 

Nations, Geneva, 1931, p. 16.) 

a. Is this the only function of central bank reserves? 

b. How do reserves iiom the vieivpoint of die individual bank differ 
fiom reserves from the viewpoint <3f the banking system? 

7. a. “The dominance of the . . . central bank . . . rests entirely on 
die fact that it commands the only important body of funds which 
is alternately immobilized and invested without regard to the pe- 
cuniary gains and losses which result from such pmeedure.” (C. O. 
Hardy, Ciedil Policies of the Federal Reserve Systenij Washington, 
1032, p. 31.) Explain. Of what do the funds consist? 

b. “The fact that it is the 'lender of last resort’ hinders the use of 
discretionary pressures by the central bank." Explain. 

c. “Not only do the Reserve banks not depend for dicir lending power 
on member banks, but they themselves are in a position to increase 
or decrease the lending power of diose banks. The Federal Reserve 
banks, as creators and extinguishers of reserve funds, are in a 
position to exert an influence on the cost and volume of bank 
credit." Explain. 
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CHAPTER 14 


Instruments of Control 
over the Monetary Stock 


I N THE preceding chapter Uie manner in which die 
Federal Reserve System controlled the stock oE money Avas discussed 
in general terms. It will be recalled that the principal factor limiting 
the money-creating powers of the commeicial banks is tiie legal 
reserve ratio. The chief vehicle through which the Reserve System 
exercises control over the quantity of money is through its actions 
designed to altei the size of the banks' reset ves. 

In this cliapter a detailed examination will be made of the manner 
in which the System’s operations affect the capacity of the banks to 
acquire earning assets. Historically, the central bank has controlled 
the size of the monetary stock by exercising measures designed to 
alter bank reserves and hence the capacity of banks to lend and 
invest. These measures are aimed at controlling the over-all size of 
the monetary stock and are frequently characterized as “quantitative" 
credit controls. In recent years the Reserve System has supplemented 
its quantitative credit control instruments with a set of tools designed 
to affect the movement of money into selected areas of economic 
activity such as security trading, consumer credit, and real estate 
credit. Since the primaiy aim of tliese nearer instruments of central 
bank control is not to control the over-all size of the monetary stock, 
they are called “selective" credit controls. 
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■ REDISCOUNT OPERATIONS 

As commercial banks Tvrite up additional deposits in 
acquiring earning assets with a given volume of reserves, increasing 
amounts of tlie latter are tied up in legally required reserves. Ulti- 
mately, when the banks have utilized all their excess reserves, deposit 
expansion must cease. By borroxving from the central bank, the 
banks can augment their legal reserves and continue to write up 
additional deposits. On the other hand, if the banking system has 
no excess reserves and some fraction of deposits is converted into 
tinrency, the system will be subjected to a loss of I'eservcs and a 
deficit in its legal reserves. Given a reserve deficiency, the banks 
can reduce tlieii deposits by reducing their earning assets. This 
action may be undesirable since it ^voiild put strong do^vnward 
pressure on the monetary stock, prices, and economic activity in 
general. By borrowing from the central bank the banks can meet 
their reserve deficiency without reducing their loans and invest- 
ments. Tims by borroudng from the Reserve banks the commercial 
banks can increase tlieir reserves and overcome a reserve deficiency 
without leducing their deposits or they can use the additional excess 
reserves to expand their loans and investments. The loans the Re- 
set ve banks make to member banks and at times to nonmember 
banks may take the form of a rediscount or an advance. 

A rediscount is made to a bank by accepting from it promissory 
notes and other negotiable instruments which the bank had previ- 
ously discounted for its customers. The borrowing bank endorses 
the paper and sends it to the Reseive bank. The latter discounts 
it and credits tlie borrowing bank's reserve account. In effect, the 
borro^ving bank sells its customei's paper to the Reserve bank. The 
borrowing bank, hoivever, by endorsing its paper is liable to the 
Reserve bank in the event the maker of the note does not pay it 
upon maturity. 

An advance is granted to a bank by the Reserve bank on the 
security of the bank’s o^vn promissory note. The bank’s promissory 
note in turn is secured by the deposit of collateral with the Reserve 
bank. The member bank’s promissory note is discounted at the rate 
established by the Reserve bank, and the proceeds are credited to 
the reserve account of the borrowing bank. 

The discount differs from an advance only in form. The substance 
of these borrowing operations is the samej the borrowing bank's 
reserve account is increased as can be seen from the balance sheet 
changes beloiv, ivhich are stated in millions of dollars, 
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REDISCOUNT OR DIRECT ADVANCE 
Commercial Bank 

Liabilities 

+ 1.0“ Bills payable (rediscount) 
or Notes payable (direct 
advance) +1.0 

Federal Reserve Bank 
Assets Liabtlilies 

Rediscounts or advances +1.0 Deposits due to banks +1.0*^ 

dTo be strictly accurate, the discouni should he dediiclctl so that rescue balances 
n’ould not be equal lo iJic face amount of the torrou’ing. 


Assets 

Reserve balances 


In practice, banks have resorted to direct borrowing on their own 
notes secured by collatei'al in preference to rediscounting. Direct 
advances are more convenient both for the borro'iving bank as well 
as the Reserve bank. 

By borroiving from a Reserve bank tlie commercial bank increases 
its reserves. The deposit a'edit %vhich it receives may serve to restore 
a legal reserve deficiency or may be used to support an increase in 
its deposit liabilities as it makes additional loans and investments. 
On the other hand, the borrowing bank may withdraw its deposit 
credit with the Reserve bank by obtaining Federal Reseive notes 
which are added to its vault cash to meet demands from its depositors 
for currency. 

It was the intent of the majority of the founders of the Federal 
Reseive System that the central bank would not actively control 
the stock of money. Most of the supporters of tlie proposed central 
bank viewed the legislation as the embodiment in law of a banking 
structure ^vithin ^vhich the commercial loan theory could be put 
into practice. In their vieiv, as Long as the banks granted short-term 
self-liquidating loans on the security of notes, drafts, and bills of 
excliange arising out of commercial transactions, the solvency of tlic 
banking system was assured. Moreover, it ^vas argued that ina eases 
in the stock of money resulting from self-liquidating bank loans 
’ivould not lead to inflation since the newly created money would 
be matched by a corresponding amount of new production appear- 
ing on the market. 

Thus, most of the suppoiters of the new banking statute believed 
the central bank ^vould not actively control the stock of money but 
would merely announce the terms on which it would rediscount 
short-term notes and bills of exchange arising out of commercial 
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transactions. Thereafter, the demand for cential bank credit would 
arise mainly at the initiative of the member banks. If these banks 
exhausted their lending power and were, therefore, unable to finance 
the legitimate needs of business they could augment their reserves 
by rediscounting with the Reserve banks. On the basis o£ the addi- 
tional reserves the banks would be enabled to expand their loans 
and deposits. If the commercial loan theory was strictly adhered to, 
the needs of commei’ce and industry would deteimine the size of 
the monetary stock. The Reserve System would be passive, merely 
announcing the teims of redisLOunting. The member banks would, 
at their initiative, utilize the rediscount facilities of the central bank. 

If commercial banks can rediscount on their own initiative, they 
automatically can adjust their reserves and hence their capacity to 
cieate money. If this situation existed, the monetary authorities 
would have little power to control the money stock. In practice, 
horvever, there are a number of means available to the Federal 
Reserr'c authorities to control the volume of rediscounts. 

MLiGtBtLITY 

Originally, the Federal Reserve Act prescribed rigid 
legal limitations on the kind of paper tlrat was eligible for obtaining 
Federal Reserve credit. Commercial paper, to be eligible for re- 
discount or for an advance, had to be in the form of promissory 
notes or bills of exchange rvhich had been or were to be used to 
provide working capital for business and agriculture. At the time 
of discount such paper could not have a maturity in excess of 00 days 
except for agricultural paper, which, owing to the longer production 
period,, could have a maturity up to 9 months. Loans representing 
fixed-capital investment or for carrying or trading in securities, 
except United States Government obligations, were not eligible for 
rediscount. 

The theory underlying the original eligibility rules was that a 
central bank should acquire only short-term self-liquidating agricul- 
tural, industrial, or commercial paper which was originally created »• 

for the purpose of providing funds for producing, purchasing, carry- 
ing, or marketing of goods. The funds to pay off such loans were 
expected lo become available upon tlie completion of the business 
transaction represented by the paper. Thus, it ^vas reasoned, the 
funds of the central bank 'would be put into use only at times when 
they were required by business and they ^vould flow back to the 
central bank as soon as the need had passed. 

With the passage of lime, it became increasingly evident that 
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restricting conimeicial and Federal Reserve bank, loans to commer- 
cial paper of the commercial loan theory variety was not effective 
in preventing too much lending in lx>oni times and it hindered 
adequate assistance by the Reserve banks to the banking system in 
, _ times of depression ^vhen there Avas a dearth of eligible paper. ^ More 
and more it was recognized that the liquidity of any asset for the 
banking system as a whole depends upon the ability and willingness 
of the Reserve banks to buy it or to lend upon it and to issue money 
or bank reserves in exchange. It was soon evident that the liquidity 
of the banking system is enhanced by broadening the Reserve banks’ 
lending power. 

The latent recognition of the strategic position which the central 
bank plays in providing liquidity to the banking system has resulted 
in a widespread broadening of the type of assets on which the Reserve 
banks may lend. In addition to rediscounting eligible paper, the 
Reserve banks are permitted to extend advances to member banks 
secured by collateral in the form of eligible paper or United States 
Government obligations. These advances may run for 90 days; in 
practice, most of the advances Jiave been secured by government 
obligations. As long as commercial banks have large holdings of 
goveniinent securities, as they presently do, they need not worry 
about the eligibility of their otlier assets. 

Under regulation of the Board of Governors Reserve banks may 
extend advances to member banks upon their demand or time notes 
having maturities of not more than 4 months. These advances may 
be secured by any collateral satisfactory to tiie Reserve banks. In 
extreme circumstances, groups of five or moic member banks may 
borrow fi'om Reserve banks for indefinite periods "on such collateral 
as may be agreed upon." Nonmember banks may borroiv up to 
90 days on their mvn promissory notes secured by government 
obligations. 

In effect, the Federal Reseive banks now stand ready to extend 
credit on a wide variety of assets. Thus, the entire theory upon 
which rediscount was originally based has been virtually abandoned. 
Ineligible as well as eligible paper is now admitted to the Reserve 
banks. There remains one token tie to tlie older doctrine of eligible 
paper. Advances by tlie Reserve banks to member banks not secured 
by eligible paper or United States Government obligations are to 
bear an interest rate of not less than ^ of 1 percent above tlie 
highest prevailing rediscount rate. 

I See Chap. 9, pp. 206-207, for a more detailed enthiation of the commercial loan 
theory. 
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ACCSPTABJLITY 


When the Federal Reserve Act ivas passed, there were 
vaiied opinions as to the rights of a member bank to borro^v from 
tlie Reserve banks. Some claimed that any member bank with eli- 
gible paper had the right to bonoiv at its Reserve bank, subject 
only to the limitation that it could not absorb moie than its fair 
share of the Reserve bank’s lending capacity. The Reserve System 
and the regional Reserve banks have insisted that rediscount of 
eligible paper is not mandatory upon them but is merely permissive. 
They have insisted tliat the assets not only must be eligible but also 
must be acceptable. In 193.^ the act was amended to make Reserve 
bank lending explicitly pei missive. The law also was revised to 
establish standards upon ^vhich the Reserve banks would decide 
to extend or refuse loans. Thus, the Banking Act of 1933 requires 
that rediscounts shall be made ivith due regard for "the maintenance 
of sound credit conditions, and the accommodation of commerce, 
industry, and agriculture. Kach Federal Reserve bank shall keep 
itself informed of the general character and amount of tiie loans 
and investments of its member banks with a view to ascertaining 
whether undue use is being made of bank credit for the speculative 
carrying of or trading in securities, real estate, or commodities, or 
for any other purpose inconsistent with the maintenance of sound 
credit conditions: and in determining whether to grant or refuse 
ad\’ances, rediscounts, or otlier credit accommodations, the Federal 
Reserve bank shall give consideration to such infonnation.” The 
Board is empowered, after opportunity for a hearing, to suspend 
from the use of the System's ci'edit facilities a member bank making 
undue use of bank credit. 

While it is conceivable that the Reserve banks could adjust their 
lending by varying their definitions of assets acceptable for redis- 
count, they have not done so in practice. Thus, a bank \vith satis- 
factory collateral can count on borrowing. In tlie main, the Reserve 
banks have depended upon changes in discount rates, in legal reserve 
requirements, and open-market operations to control the stock of 
money. 

RATE POUCy 


The classic check on the expansion of bank reserves 
through rediscounts is variation in the rediscount rate. Each Reserve 
bank is empowered to fix its discount rates "subject to revietv and 
determination by the Board of Governors"; these rates must be 
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established every 14 days oi oftener if deemed necessary. Legally, 
the Board has the power when it deems necessaiy not merely to pass 
upon rates established by a bank but also to take the initiative in 
their determination. Over the years it has become the general prac- 
tice to try to establish a uniform discount rate at all the Reserve <a 

banks, although it may take time for a change in rates in one bank 
to be adopted by the otiier Reserve banks.® 

The discount rate is the percentage which the Reserve banks 
charge on their loans to member and nonmember banks in connec- 
tion ^vith rediscounts and advances. Thus, a commercial bank which 
operates widi borrowed reserves is subject to a financial penalty 
consisting of the interest on its borrowing from the central bank. 

By raising or loivering the redi.scount rate the Reserve banks can 
make it more or less expensive for commercial banks to obtain addi- 
tional reserves by discounting commercial paper or by borrowing. 

The effect of changes in tliese rates upon the volume of rediscount- 
ing by commercial banks has been the center of differences of 
opinion. If commercial banks own earning assets yielding less than 
the rediscount rate, the rediscount rate becomes a penalty rate. In 
other ivords, a penalty rate is a rediscount rate wJiidi makes it 
profitable for commercial banks to refrain from expanding loans 
rather tlian to rediscount. If the rediscount rate were at penalty 
levels, the commercial banks would find it financially profitable to 
reduce their loans and investments and use the proceeds to pay off 
their rediscounts. Alternatively, the banks ivould attempt to recover 
the costs of borrowing by raising the rates they charge on their loans 
to customers. This would presumably cause some reduction in bor- 
rowing from commercial banks, thereby reducing the size of the 
monetary stock.® 

At die odier extreme, a low rediscount rate provides an incentive 
to banks to rediscount in order to augment reserves since rediscount- 
ing costs less than the yield obtained by holding or increasing the 
earning assets. 

Changes in the rediscount rate, as a symbol of Federal Reserve 
policy, may have important psychological effects. They reflect the 
recognition by a group of well-informed and responsible officials 
of a change in* the credit situation. Thus “tig^t” money conditions 
evidenced by a higher rediscount rate may result in a changed atti- 
tude upon the part of bankers toward further loan expansion. Even 

SFor several lears in the early 19S0’s, some Reserve banks used rediscount rates 
that rose progressively with the volume of borrowing by one member Ixink. The 
progressive rate was abandoned after severe criticism by the member banks. 

a See Chapter 24 for a more detailed discussion of the elFea of changes in interest 
rates upon the demand for funds. 
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though customers’ borrowing rates may not rise, bankers may scruti- 
nize boi rowers more carefully and eliminate the less desirable loan 
applications. To the extent that this happens, a rise in the rediscount 
rate may restrict changes in the stock of money even though interest 
rates fail to rise enough to curtail boi rowing. Conversely, a reduc- 
tion in the rediscount rate may be regarded as an indication of an 
easier credit policy and may lead to more lenient lending terms by 
banks even tliough interest rates do not fall. 

The role of the rediscount rate has varied considerably in the 
history of the Federal Reserve System. In the early years of the 
System, when banks acquired reserves primarily by discounting, the 
rate was regarded as the principal tool for making Rcsei-ve policy 
effective. Boi rowing and discounting have not been major means 
of procuring additional reserves for some time; consequently, tlie 
discount rate has played a relatively minor role, A large inflow ^ 
I gold during much of the thhties built up substantial excess reserves. 
The growth of government security holdings in the late thirties and 
especially during the mr resulted in member banks adjusting their 
reserve positions by buying and selling government securities instead 
of by borrowing or discounting commercial paper. For this reason, 
the discount rate has become largely a symbol of Federal Reserve 
policy and a supplement to other instruments. ' 

- Even in tlie early days of the Federal Reserve System, rediscount 
rate policy was not an effective tool of monetary control. Unless it 
is a penalty rate, the rediscount charge cannot be considered an 
effective obstacle to borrowing from the central bank. It has been 
difficult to employ a rediscount rate at the penalty level under the 
Federal Reserve Act. In many cases the divergence in customers' loan 
rates between country and city banks within a Reserve district is 
such that a penalty rate for the city banks might be 2 percent whereas 
a penalty rate for the country banks would be 6 percent. In this 
case, a rediscount rate high enough to penalize the country banks 
might be prohibitively high for the city banks. At the same time, 
it has not been practicable to charge country banks a higher redis- 
count rate than the city banka because this serves to arouse the 
country banks to claim they were discriminated against. Moreover, 
country banks can ciraimvent the higher rediscount rate charged 
them % turning to tlieir city correspondents for accommodation. 
Since customers’ rates vary greatly in different parts of tlie United 
States, a penalty rate would require marked differences in discount 
rates betiveen the different districts as well as within a district. 
Considerations similar to those preventing intradistrict difference in 
discount rates have prevented putting interdistrict differentials in 
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rates into effect. On more than one occasion the Federal Reserve 
System has been threatened with political reprisal for penalty rates. 

THB RSDISCOUNT PREJUDICE 

The Federal Reserve authorities place a good deal 
of emphasis on the reluctance of commercial banks to show indebted- 
ness in theii financial statements. It is asserted that the sentiment 
against shelving indebtedness leads banks to repay their borrowing 
as quickly as possible. Thus, Burgess states the tradition against 
continuous boiTowing is well established and it is the policy of the 
Reserve Banks to maintain it.* 

It should be apparent that if the tradition against continuous 
borrowing from the central bank does exist, the monetary authorities 
need not worry about the effectiveness of the rediscount rate. As long 
as commercial banks aix! leluctant to borrow continuously fiom the 
Reserve banks, the level of the rediscount rate is not a mattci of 
great importance. If the rate is not raised sulFiciently to become a 
penalty rate, commercial banks will not attempt to augment their 
reserves by borrmving from the Reserve banks. But by the same 
token a reduction in the discount rate i\'Ould not encourage banks 
to increase theii reserves by borrowing from the central bank. On 
the one hand, the tradition against continuous borrowing by com- 
mercial banks would enable the monetary authorities to control bank, 
reserves even though the discount rate ivas not at the penalty level. 
On the other hand, a reluctance to borrow even though rediscount 
rates ivere lowered would tluvart tlie monetary authorities’ desires 
to bring about an increase in the stock of money. Even assuming 
that the prejudice against borrowing may exist among commercial 
banks, the monetary authority’s control over the monetary stock 
should be clear and unambiguous and should not have to depend 
on tlie behavior of the banks. Thus, the rediscount prejudice is a 
poor vehicle for control by the control bank. 

MORAL SUASION 

The term "moral suasion” refeis to a whole series 
of actions tliat the Reserve banks may take to influence the volume 
of member bank borrmving, the lending practices of commercial 
banks and sometimes of other lenden. In its mildest form, moral 
suasion refers to any purposeful influences on credit expansion by 

* W. R. Burgess, The Reserve Banks and Ihe Money Markel, Sd eel. (New York, 
1946), pp. 319-280. 
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the Reserve System through oial and written statements as well as 
appeals or warnings to member Ixinks and at times to other lenders. 
If these exhottations fail, Reserve bank loans to a bank may be 
rationed, and in extieine cases a bank’s piivilege of borrowing from 
the Federal Reserve System may be suspended if it is found to be 
making undue use of Reseive bank credit for purposes inconsistent 
with the objective of the monetary authority. 

Moral suasion is also used m attempts to arrest contraction of 
credit and induce an expansion. Member banks are told that the 
Federal Reserve approves of liberal credit extensions, tliat its lending 
facilities are freely and cheaply a\'ailable to member banks ^vho will 
make loans, and that, in general, banks should not be deterred by 
the tradition against borro^ving. As a means of arresting credit con- 
tractions and inducing expansion, the efficacy of moral suasion seems 
to be limited. Member banks may be peunitted to borixiw freely, 
but they may refuse to take advantage of the opportunity. 

In our count! y with its thousands of banks and other lenders there 
is a lesser degree of uniformity of vie^v and practice than is true in 
other countries. Hence, it is difficult to attain the degree of coopera- 
tion among the institutions to which moral suasion is directed th^ 
would be true in Canada or Great Britain. Moral suasion suffers 
from the disadvantage of swaying the conscientious and not affecting 
those who are uncooperative. There is the further risk that it may 
be used as a substitute for the more important measures available 
to the central bank to alter the stock of money. In general, expert 
ence in botli inflationary and deflationary times seems to show that 
moral suasion is not significant unless accompanied by vigorous use 
of other credit control instruments. In any case, it is difficult to 
assess the specific effectiveness of moial suasion in quantitative terms. 

From the preceding discussion it is clear that Reserve banks have 
only a very imprecise control over the volume of their own loantj 
to member banks. Tlie Reserve banks fix their discount rates and 
the other conditions of their lending, but member banks are the 
ones that make the decision as to the amounts to be borrowed under 
the terms fixed by the Reserve banks. The only exception to tliis 
occurs under the very rare circumstances when the Reserve banks 
limit the amount of their loans by rationing. The ability of tliese, 
banks to induce an expansion of loans from themselves is especially' 
limited; they may reduce their discount rates to a very low level and 
implore banks to borrow, but the banks may be unrespotisive. This 
is particularly true during periods of depression when banks are 
reluctant to grant loans on an extensive scale. 
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■ INDUSTRIAL ADVANCES 

It ivas the intention of tlie framers of the Federal 
Reserve Act that the Resei-ve banks slioiild be bankers’ banks; tlieir 
dealings ^vith the general public ivere to be limited to the purchase 
and sale of bills of exchange and certain types of securities in the 
open market. The rash of bank failures after 1929 shattered the 
public’s confidence in the banking system. For their part, bankers 
attempted to improve their liquidity and safety by i educing out- 
standing loans and severely restricting the amounts of new loans. 
Thus, as the depression deepened there ivere increasing complaints 
from businessmen that they were unable to obtain loans from their 
banks to finance their current operations. Congress responded to 
these pressures by creating a number of government lending agencies 
and passing several amendments to the Federal Reserve Act which 
authorized the Reseive banks to extend a limited amount of direct 
advances to individuals and business concerns. 

On July 21, 1932, section 13 of the act was amended to permit 
Reserve banks, when given an affirmative vote by five members of 
the Board, to discount for any individual, partnership, or corpora- 
tion paper which is technically eligible for rediscount and is satis- 
factorily secured. The bon owing firm must prove it is unable to 
secure adequate credit accommodation from other banking institu- 
tions. Very few loans ivere made under the amendment, and author- 
iration of such loans by the Boaitl of Governors expired July 31, 
1936. 

The Emergency Banking Act of March 9, 1933, authorized the * 
Reserve banks under regulations of the Board, to make 90-day ad- 
vances to individuals and firms—including banks~-oii the security 
of direct obligations of the government. This provision, designed 
to assure a supply of funds in communities without banks, was 
hardly utilized because banks reopened rapidly enough to meet 
cuiTent demands for loans. The Reseive banks extended to loams 
made to banks under this provision tlie same low rates as applied 
to otlier rediscounts and ad^'ances secured by direct government 
obligations oi eligible guaranteed government obligations. Thus, 
nonmember banks are enabled to borroiv at tlie Reserve banks under 
the provisions of this law on the same terms as are member banks. 

Another effort to enable the Reserve System to meet the needs 
allegedly created by the cautious lending policy of banks resulted 
in the addition of section 13b to the Act in June 1934. Under this 
section the Reserve banks were authorized to extend credit for work- 
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ing capital to established businesses unable to obtain credit on a 
reasonable basis Iroin other sources. These loans could be made for 
as long as 5 years and could take one of two forms: (1) a direct 
loan to a business firm oi financing institution or (2) an agreement 
by the Reserve bank to purchase obligations from any financial insti- 
tution which makes a loan, pioviding the financial institution agrees 
to assume at least 20 percent of any loss which is assumed. The act 
stipulated that an Industrial Advisory Committee be appointed by 
the Reserve bank in each district to revieiv loans and make recom- 
mendations. The gross amount of loans under section 13b is limited 
to the combined suipluses of the Reserve banks on July 1, 1934, 
plus any amount not exceeding $1.39 million which might be paid 
over to the Rcscive banks by the Secretary of the Treasuiy.” The 
volume of direct loans to industry under section 13b has been small. 
Up to the close of 1951 the Reserve banks had approved 3,736 loans 
amounting to S711 million. The bulk of these had been approved 
in 1934 and 19.35. 

Direct loans to industry by the Resei*ve banks increase the volume 
of Reserve bank credit, lienee bank reserves. The Reserve bank, in 
granting a loan to a business firm, gives the borrorver a check against 
itself. The borrowing firm, in turn, deposits the check with its 
commercial bank. The latter presents the check to the Reserve bank 
for payment. The books of the commercial bank show an increase 
in liabilities, due to depositors, as rvell as an increase in assets, reserve 
balances. Part of the added reserves must be set aside against the 
nerv deposit, and tire remainder are excess reserves. TJie books of 
, the Reserve bank show an increase in assets, loans to industry, and 


Assets 

Reserve balances 


Assets 

Loan to industry 


Commercial Bank 

Liabilities 

-{-1.0 Due to depositors 

Federal Reserve Bank 

Liabilities 

-f I.O Deposits due to banks 


+ 1.0 


+1.0 


an equivalent increase in liabilities, deposits due to banks. 

The proceeds of the check against the Reserve bank may instead 
not be credited to the commercial bank’s reserve account. TJie i^ro- 
ceeds may be witlidrmvn from the Reseive bank in the form of 

BThe Secretary of the Treasury was autlionzed to return to the Reserve banks 
an amount not exceeding the sum ^ $139 million whicli the banks had been required 
to siibsciibe Coi stock of the FDIC in 1933. 
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currency, or they may be deposited with correspondent banks. If 
the latter measures are used, the commeicial bank obtains currency 
or deposits ^rith a coriespondent l)ank without having to draw down 
its reserve account with the Reseive bank. RegaidJess of the method 
employed, the reserves of tlie commercial Ijanks are expanded. 

Granting the Reserve banks’ authority to extend direct loans to 
industry was not intended to provide the Reserve System with an 
instrument to alter bank reserves. Rather, the power to grant direct 
loans to industiy was extended in tJic expectation that it ivoiild 
increase the willingness of commercial banks to extend loans at a 
time when the banking system was reluctant to make loans. Upon 
receipt of applications for direct loans die Reserve banks -would try 
to place these loans with commercial banks. After reviewing the 
application, banks rvould often decide to extend the loan. The fact 
that the Reserve banks were willing to extend loans played some 
part in helping bankers get over their fears of loan risks rvhicli had 
built up during the depths of the depression. Moreover, the com- 
mitment from the Reserve banks to lend funds assisted would-be 
borrowers in their dealings svith commercial banks. 

■ OPEN-MARKET OPERATIONS 

As was pointed out eailier. It appears to have been 
the intent of the founders of the Federal Reserve System that the 
central bank would not actively contiol the stock of money. The 
needs of commerce and industry would determine the si/e of the 
monetary stock. The Reserve System would be passive, merely an- 
nouncing the teims of rediscounting; die member banks would, at 
their initiative, utilize the rediscount facilities of the System. 

In the period from 1914 to 1922 the Reserve banks purchased 
government securities in the open maiket chiefly to pi'ovide them- 
selves witli earning assets so that they ivoiild be able to pay operating 
expenses as well as dividends to the stockholding member banks. 
At various times during the next fe^v years, open-market opei'acions 
were employed as an instiiiment of monetary policy. These opera- 
tions were not undertaken independently but were employed to 
make the rediscount late effective by altering the resei-ves of the 
member banks, thus forcing them to rediscount or enabling them 
to repay their indebtedness to the Reserve banks. Following the 
stock market crash, the Reserve System engaged in open-market 
operations as an independent instrument of monetary policy. Soon, 
open-market operations became die key weapon in the Reserve 
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System's arsenal of instiuments to control tlie stock of money. Open- 
market operations weie regaided as active means of altering the size 
of the money stock and not as an auxiliary i\reapoti designed to make 
rediscount rate cJianges effective. Thus, the use of open-market 
operations as an instrument of Federal Reseive policy has developed 
far beyond the exjsectations of the System's founders. Open-market 
operations have supplanted, and not simply supplemented, redis- 
count policy. 

There are several striking differences betiveen rediscounts and 
open-market operations. In rediscounting the commercial bank takes 
the initiative in deciding whether to utilize the facilities of the cen- 
tral bank under the terms announced by the Reserve System; in the 
traditional open-market operation the Reserve System takes the 
initiative and decides lioiv much it chooses to buy oi sell. A re- 
discount involves a personal creditor-debtoi lelationship between 
the Reserve bank and the rediscounting bank; thus, rediscount 
results in indebtedness by the borrowing bank. Open-market opera- 
tions are impersonal as in the case of the purchase or sale of any 
security; they do not create any indebtedness for tlie commercial 
bank. Rediscount is a regional phenomenon in wliicli Reserve bank 
credit is altered in the district in which the operation is conducted. 
As a general rule, open-market operations are concentrated in the 
principal money markets, paiticularly New York, and the alteiation 
in Reserve bank credit is felt first in Neiv York banks; the effects 
then diffuse themselves slowly or rapidly throughout the country. 

What types of obligations may the Reserve banks buy and sell in 
the open market? The Federal Reserve Act as amended specifies 
the kinds of securities which the Reserve banks may acquire. These 
may be classified as folloivs; (1) cable tmnsfers, bankers' acceptances, 
and bills of excliange of the kinds and maturities eligible for re- 
discount; (2) direct obligations of the United States Government 
as well as obligations fully guaranteed by it; (3) obligations of state 
and local governments issued in anticipation of tax receipts or other 
assured revenues, which have a maturity not more than 6 months 
from date of purchase; (4) bonds of tlie Federal Farm Mortgage 
Corporation, of the federal land banks, and of tlie Home Owners 
Loan Corporation ivith maturities not in excess of 6 months from 
date of purchase. At times in the past the Reserve System's dealings 
in bankers' acceptances ivere important. In recent years, hoivever, 
open-market operations have been transacted almost exclusively in 
federal securities. In conducting open-market operations tlie Reserve 
banks are permitted to deal at home and abroad with banks, recog- 
nized security dealers, business and financial corporations, and indi- 
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viduals. In practice, dealings have been confined to security dealers 
and financial institutions. 

Who is responsible for the formulation of open-market policies? 
Ill the early days of the Federal Reserve System, each Reserve bank 
bought and sold securities as it saw lit, mainly with a view to its own 
need for earning assets. The uncoordinated activities often led to 
chaotic conditions resulting in competition by the individual banks 
for securities. In 1922 an Open Market Committee was created, 
consisting of the governors of the New York, Boston, Philadelphia, 
Chicago, and Cleveland Reserve banks. This committee synchronized 
purchases and sales of securities for the banks and made recom- 
mendations as to policies to be pursued The following year the 
Federal Reser\'e Board created an Open Market Investment Com- 
mittee of Governors which formulated policy with the Board’s 
appioval; the committee took the initiative in buying and selling 
securities which were apportioned to the individual Reserve banks 
on a voluntary basis. In 19.S0 the committee was enlarged to include 
a representative fiom eacli of die twelve banks. The decisions of the 
leconstituted Open Market Policy Conference were subject to the 
Board’s approval, and each bank letained the option of participating. 
The mechanism (without change in personnel or function) was first 
written into the law in the Banking Act of 1933. 

The Banking Act of 1935 achie\'ed greater centralization over 
open-market operations. Conti ol over open-market activities was 
placed in the hands of a twelve-man Federal Open Market Com- 
mittee consisting of the seven members of the Board of Governors 
and five members elected by directors of the Federal Reserve banks. 
The decisions of the committee are final, and participation in die 
System's operations by the individual Reserve banks is compulsory. 
Between meetings of the full committee an executive committee 
issues directions. The actual day-to-day operations are executed by 
a manager appointed by the Federal Reserve Bank of New York 
which is designated as the agent of tlie committee. 

The teim open-market operations is not always clear to the un- 
initiated. In its broadest sense it is used to describe any purdiases 
and sales of securities by the Reserve System. Within the broad 
meaning of this term we can distinguish three distinct types of trans- 
actions which include (1) purchases and sales of securities in the 
securities markets from anyone but die Treasury at the Reserve 
System’s initiative; (2) purchases and sales of securities from anyone 
but die Treasury on the initiative of the security purchaser or seller; 
(3) purchases and sales of securities directly with the Treasury on 
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tlie Treasury’s initiative. We shall examine the effects of these oper- 
ations, in turn. 

TRADITIONAL OPBN-MARKST OPERATIONS 

The purchase and sale of securities by the Reserve 
banks alter the reserves of commercial banks whether they are main- 
tained as balances at the Federal Reserve banks, whether they are 
held as balances with correspondent banks, or whether they are kept 
as currency in the bank’s vault. This proposition will be demon- 
strated by examining the balance sheet changes on the books of tlie 
commercial bank and the Reserve bank resulting from open-market 
pm chases and sales of $1 million. 

Open-Market Purchase The Reserve bank pays for its security 
purchase by clraiving a check against itself ivhich it turns over to 
the security seller. (1) If the security seller is a bank, it presents the 
check to the Reseive bank for |3ayment. As can be seen below, tlie 
bank’s balance sheet shows a decrease in its asset, government bonds, 
and an increase in its asset, reserve balances. The Reserve bank's 
bond holdings increase as do its liabilities, deposits due to banks. 

Commercial Bank 

Assets Ltnbilities 

Resen'e balances (all of 
which are excess reserves) -p 1 .0 
Government bonds —1.0 

Fedeial Reserve Bank 

Assets Liabilities 

Government bonds -fl.O Deposits due to banks -pl.O 

(2) If the security seller is an individual, he will deposit the check 
against tlie Reserve bank with his bank. The latter presents the 
check to the Reserve bank foi payment. The books of the Reserve 
bank will show an ina-ease in government bonds and an increase 
in deposits. The commercial bank’s books ivill sliow an increase in 
deposits due to customers as well as an increase in reserve balances. 
Since the bank’s deposits have ina eased, part of the added reserve 
balances must be set aside to meet the legal reserve requirement 
against the additional deposit. Assuming a reseive requirement of 
20 percent, the bank acquired additional reserves of $1 million but 
only $800,000 of this amount is excess reserves. 
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t Commcrcm! Bank 

Assets Ltabihties 

Reserve balances (of which Due to depositors -f-1.0 

I $800,000 are excess re- 

[ • selves) -j-l.O 
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In our illustrations we have assumed that the proceeds of the 
checks against the Reserve bank were deposited in the bank’s reserve 
account at the Reseive bank. Of the proceeds, S800,000 may be 
deposited with correspondent banks oi the $800,000 may be with- 
drawn in the form of cuirency. If the latter measures are employed, 
the commercial bank obtains cuircnty or deposits with a corie- 
spondent bank svithout liaving to draw down its reserve account 
at the Fedeial Reserve bank. Regardless of which method is em- 
ployed, the reserves of the commercial banks are expanded, thereliy 
enabling them to create additional deposits in payment fur newly 
acquired earning assets. 

O^ren-Market Sale ^NOieii-tlie-Reserve bank sells secui’ities in the 
open market, tf^-^iirchasev oF the securities must make pEiyment to 
it. (1) If th^^Sl^urity purchaser is a bank, it draws a check against 
itself and turns it over to the Reserve bank. When the Resei ve bank 
requests payment of the check, the commercial bank’s deposit bal- 
ances with the Reserve bank may be debited. I'he bank’s balance 
sheet svill show an increase in government bonds and a decrease m 
its asset, reserve balances. The Reserve bank’s bond holdings de- 
crease as do its deposits due to banks. 


Assets 

Reserve balances 
Government bonds 

Assets 

Government bonds 


Commercial Bank 

- 1.0 

+ 1.0 

Federal Reserve Bank 
— l.D Deposits 


Liabilities 


Liabilities 

due to banks —1.0 


(2) If the security purchaser is an individual, he will diaw a check 
against his deposit account in a commercial bank and turn it over 
to the Reserve bank. In order to collect, the Reserve bank presents 
the dieck to the bank on which it is drawn. The commei cial bank's 
deposit balances with the Reserve bank may be debited. Thus, the 
commercial bank's balance sheet will show a decrease in reserve 
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balances as well as a decrease in deposits due to customers. In this 
illustration the commercial bank loses $1 million in reseives and 
SI in deposit liabilities. Since the bank does not have to keep 
$200,000 in leserves (20 percent) against the deposits that have been 
withdrawn, it only loses $800,000 in excess reserves. The books of 
the Federal Reserve bank will show the same changes as noted above 
—its bond holdings and deposits due to banks will fall by a like 
amount. 

Commercial Bank 

Assets Liabilities 

Heserve balances —1.0 Due to depositoi.s —1.0 

In our illustrations we have assumed that the proceeds of the 
checks against the commercial banks were collected liy debiting their 
reserve accounts at the Reserve bank. The commercial bank could 
make payment by drawing a draft against its balances with a coiTe- 
spondent bank or by shifting curiency to the Reserve bank. Regard- 
le.ss of the means of payment employed, the effect of an open-market 
sale is to reduce the reseives of the conmieicial banks and, hence, 
to reduce tlieir capacity to create deposits. 

OPEN-MARKBT OPERATIONS NOT ON THE INITIATIVE 

OF THE RESERVE SYSTEM 

There is a class of Federal Reseive operations which 
have some of the characteristics of traditional open-market opera- 
tions as well as of lediscoimts. These opciations are similar to 
lediscounts in that once the terms of pmchase and sale are estab- 
lished by the Reserve System the volume of sales or purchases is 
determined by the commeicial banks and security dealers. In the 
traditional open-maiket operation the amount of purcliases or sales 
is determined by the Open Market Committee. These operations 
are similar to open-market transactions in that they affect bank 
reserves in the same manner as a tiaditional open-market operation. 
Moreover, in these transactions the bank does not incur any indebt- 
edness once it sells the security to the Reserve banks whereas a 
rediscount creates indebtedness for the rediscounting banks. Because 
of the hybrid nature of tliese transactions,^ some authors prefer to 
describe tliem as involuntaiy open-market operations. 

The Federal Reserve System purchases bankeis’ acceptances which 
arc iouud among the assets on the Resei've banks’ statement under 
the caption “bills bought.” While Reserve banks’ holdings of accept- 
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ances were relatively important at times in the past, they have held 
negligible amounts since the middle thirties, Tlie Reserve banks 
do not take the initiative in buying acceptances. They post a buying 
* rate subject to the approval o£ the Board and stand ready to buy 

. any quantity o£ acceptances o£ approved quality from commercial 

banks or from a select list of dealers at the posted buying rate. The 
Reserve banks purchase all bankers’ acceptances under die supervi- 
sion of the Federal Open Market Committee as one pliasc of genet al 
open-market policy. Ordinarily, tiie Reserve banks hold acceptances 
to maturity although they may contract to resell them to the original 
seller within 15 days from the date of purchase. 

The purchase (or m rare cases, sale) oi an acceptance by the 
Reserve banks from a bank or dealer has tlie same effect on bank 
reserves as the purchase (or sale) of government bonds in the il- 
lustrations of traditional open-market operations. By substituting 
bankers’ acceptances for government bonds in the previous examples 
we can conclude that acceptance purchases by die Rcseive banks 
increase bank reserves and sales of acceptances by Reserve banks 
decrease bank reserves.® 

In Chapter 10 it was pointed out that the Reserve System’s buying 
rate on acceptances in the 1920’s was low relative to other rates in 
the money markets. That is to say, the Reserve banks offered a liiglier 
price for acceptances than other investors. This policy was delib- 
erately pursued to encourage the establishment of a bioad acceptance 
market in the United States. In protecting the newly created money 
market, the Reserve System stood ready to purchase all acceptances 
offered at its posted buying rate. In the twenties about 50 peixreiit 
of all acceptances found their ivay into the Reserve System. Not only 
was the attempt to establish a bioad acceptance market a failure, 
but also the unlimited open-market pui chases at tlie Reserve System’s 
posted buying rate sometimes interfered with the System’s attempts 
to pursue restrictive monetary measures. 

During World War II Treasury bills were put on the same basis 
as bankers’ acceptances. In April 1942, as part of a program to fix a 
pattern of rates on government securities, the Reserve banks an- 
nounced their willingness to buy bills at the sellers’ initiative at a 
constant discount rate of % of 1 percent. To make it even more 
convenient for banks and others to buy bills, in May 1943 the 

oTo be stiictly accurate, a bank that sells an acceptance to the Reser\'e bank would 
not receive the lace value of the acceptance but the face value less the discount for 
\ days dt y late of interest. Thus, a bank selling a 90-day acceptance at the Reserve 
lianks* buying rale of I percent would reccite 99.75 percent of the face value of the 
setutity. 
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; Direct sale o£ Treasury securities to the Reserve banks does not 

! affect the reserves of the commercial banks.^ As can be seen from the 
' balance sheet below, the effect of such a transaction is to increase 
. the deposits of the Treasury as well as its debt. The books of the 
Federal Reserve banks show increases in assets, government bonds, 
and increases in liabilities, deposits due to the Treasury. 

Federal Reserve Banks 

V Assets Liabilities 

Government bonds +1,0 Due to Treasury +1.0 

United States Treasury 

Assets Liabiltlies 

Deposits with Federal Re- Government bonds +1.0 

serve banks +1.0 


( 


} 


j 

( 


( 


Open-market operations by the Reserve banks may alter the re-, 
serves of the commercial banks and the money stock, or they may\ 
alter bank reserves witliout immediately affecting the quantity of 
money. Reserve bank purchases of securities from the poitfolios of 
investors and corporations increase bank deposits as tvell as the 
reserves of the banks. Con ci*ari wise, sales of securities by the Reserve 
banks to investors and corporations deoease bank deposits as well asi 
bank reserves. Reserve bank purchases of securities from banks in-l 
crease bank reserves, but they do not affect deposits, hence do not i 
alter the size of the money stock. Conversely, when the Reserve banks ) 
sell securities to the banks, bank reserves are decreased and the 


quantity of money is unaffected. 

Thus, the immediate and direct effect of open-market operations 
by the central bank is to alter the volume of bank reserves alone or 
the volume of bank deposits and reserN'es^ In ad^itmo, however, the 
im pact of open-market operations on the monetary system may be 
felt in other ways. Open-market purchases te nd to bid up seairity 
pncesT^reh y- lowering their yields.. The rising prices spread to 
other securities leading to a decline in tlieir yields. At the same time 
as security yields decline, the open-market purchases increase bank 
reserves. Tlie addition to their reserves enables banks to acquire 
additional earning assets by writing up their deposits. The banks 
may reduce interest rates on loans in order to encourage greater 
borrowing from them. Alternatively, the banks may not reduce 

1 When the Treasury uses these funds to make payments, the reserves o{ the banks 
Will be Increased. 
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interest rates on loans, but they may relax their credit standards in 
passing upon loan applications. Moreover, the banks may purchase 
securities by creating deposits in payment for investments Avhich 
they add to their earning assets. Open-market sales by the central 
bank have the reverse effects. Sales of securities by the Reserve 
System tend to depress security prices and raise yields. In addition 
to tiie restraining effects upon bonwving of a rise in interest rates, 
bank reserves are reduced. In the face of reduced reserves, the banks 
may raise rates on their loans or may impose more severe standards 
of credit extension or both. Moreover, if tlie loss of reserves is severe 
enough, the banks may be forced to reduce their outstanding loans 
or sell some of their investments. 

We have seen tliat open-market operations alter reserves, hence 
the ability of banks to acquire additional earning assets. Central 
bank open-market activities may also affect the willingness of the 
banks to alter their holdings of earning assets. The fact that the 
central bank is buying or selling securities may affect expectations 
as to future movements of security prices. For example, open-market 
purchases may lead to anticipations of advancing security prices, 
thereby encouraging banks to make additional investments by creat- 
ing deposits in payment for the securities. Central bank open-market 
sales may lead to anticipations of further price declines in security 
prices, causing hesitation among banks to acquire additional securi- 
ties or in fact leading to sales of securities by the banks witli at- 
tendant decreases in the monetary stock. 

■ FLOAT 


As we saw earlier,* float represents the difference 
between uncollected items and deferred availability items which 
develops because the time schedule allows for less time than is 
actually consumed in collecting checks. Float represents reserve 
credits that have been granted by one Reserve bank to a commercial 
bank before tlie collection item could be charged to the debtor 
commercial bank’s reserve account with its Reserve bank. The 
amount of float, therefore, represents an extension of Federal Re- 
serve bank credit to the banking system and increases bank reserves. 
The reader will recall tliat in our illustration, Bank A’s reserve 
account with the N«v York Reserve Bank was credited for the 
amount of the clieck on the second day after it was sent to the Reserve 
bank for collection. At the end of the second day, however, Bank B's 

8 See pp. 314-917. 
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reserve account with the San Francisco Reserve Bank was not debited. 
Thus, for the banking system as a ivhole, bank reserves were in- 
creased. In one sense, Aoat represents an interest-free advance to the 
banking system which increases bank reserves. It should be clear, 
ho\vever, that float is not an instrument of Reserve policy in con- 
trolling bank reserves. Rather, it is a by-product of the Reserve 
System’s clearing and collecting mechanism. In any case, changes 
in the volume of float are so small they do not effectively affect 
Federal Reserve policy. 

■ CHANGES IN RESERVE REQUIREMENTS 

Changes in reserve requirements together with dis- 
count and open-market operations are the three principal tools ^vith 
which the Reserve System attempts to control tlie stock of money. 
As we saw above, since 1935 the Board of Governors has the power to 
vary member banks* required reserves. The Board cannot decrease 
reserve ratios below the statutory figure (13, 10, 7, and 3 percent) 
nor can it increase tiiem to more than double this figure. Within 
this range, changes in reserve requirements may be made applicable 
to any or all the groups of banks except that changes must be uni- 
form for all banks within a group (for example, all central reserve 
city banks). 

Unlike the Reserve System's measures of monetary control previ- 
ously discussed, changes in reserve requirements do not have any 
direct effect upon the amount of Reserve bank credit, hence upon 
the absolute amount of bank reserves. The authority to change^ 
reserve requirements is a powerful instrument of monetary control 
because changes in reserve requirements affect the volume of excess 
reserves as well as the deposit-creation multiplier for the banking 
system. A simple example will illustrate the effects of changes in 
reserve requirements. Assume that the member banks have $5 billion* 
in reserve balances in the Reserve banks, drat the legal reserve re- 
quirement is 10 percent of deposits, and that with the existing 
deposits outstanding the required reserves of the banks are $2 billion. 
In our example die excess reserves, ivhicli amount to $3 billion, ivill 
support a tenfold increase in deposits or $30 billion of additional 
deposits. If the reserve requirements are doubled, the lesen^es of 
the banks remain at $5 billion. In die new situation, however, 
required reseives increase to $4 billion, leaving only $1 billion in 
excess reserves. With the new reserve requirement of 20 percent, 
the $1 billipn in excess reserves will support a fivefold increase in 
deposits or $5 billion in additional deposits. 
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It should be evident from this illustiation that changes in reserve 
> I requirements are a \'ery powerfui instrument of monetary control 
which affect the amount of excess reserves as well as the deposit- 
creating multiplier. In addition, changes in reserve requirements 
are a blunt instrument of monetary control. When reserve require- 
; ments are changed, they apply to all banks in one of the three 
reserve classifications regardless of the reserve position of the indi- 
vidual banks. Even though tliere may be a large volume of excess 
^ reserves in the aggregate, some banks are likely to have none. An 
!r increase in reserve requirements, therefoie, will impose hardships 
on the banks with no excess reserves no matter ho^v much they may 
merit exceptions; the increase in leserve requirements ^vill cause 
the banks with no excess reserves either to reduce loans and invest- 
ments or to boiTow from the Reserve banks. 

Because of dieir po^verful and blunt effects, the Reserve System 
has utilized changes in reserve requirements only at times when the 
total of excess reserves was so large that the number of deficiencies 
in reseives that resulted in individual cases would be very small. 
Because of tlie disturbing effects of changes in reserve requirements, 
tliey have not been used to adapt the monetary system to day-to-day 
changes in underlying monetary conditions. Rather, they have been 
generally employed to adjust the banking system to large-scale 
changes in the supply of bank reserves. A number of proposals have 
been put forward designed to supplement the flexible reserve re- 
quirement in a manner to provide the monetary authorities with a 
V control instrument which is less blunt in its effects than the existing 
powers to alter member bank reserve requirements. 

CEILiNG RESERVE PLAN 

One such proposal, frequently described as the ceil- 
ing reserve plan, would empower the monetary authorities to change 
reserve requirements against increments of deposit liabilities. Under 
this plan, a change in reserve requirements would not apply to 
tlie aggregate of deposits outstanding at the time reserve require- 
ments are changed. For each bank there would be established a 
ceiling on deposit liabilities based on the amount of deposits out- 
standing at some stated time (either a day or a period of time). The 
higher reserve requirement would apply only to additions to dep osits 
above the ceiling figure. So long as deposits did not rise above this 
ngure, the supplementary reserve requirement \vould be inoperative. 
The plan would become effective ivhen a bank’s deposits rose above 
the ceiling amount. 



CHANGES IN RESERVE REQUIREMENTS 


351 


Thus, the excess reserves of the member banks ^vou\d not be 
altered; the effect of a ceiling reserve plan would be to reduc e, the 
deposit-crMtion m ultiplier for new deposits. The inacmental re- 
serve recj u j i emeu I cair-be^’thistrated"wn:'fi ' the follotving example. 
Assume, as in the previous illustration, that reserve requirements 
are 10 percent and the member banks are required to maintain $2 
billion of reserves on the basis of their deposits outstanding. But 
let us assume that the banks have $3 billion of reserves of which 
$1 billion are excess reserves. With a reserve requirement of 10 per- 
cent the banks are capable of supporting a tenfold increase of 
deposits or $10 billion. If reserve requirements were doubled to 
20 percent, the banks would be faced with ,$1 billion reserve de- 
ficiency, thus causing them to contract loans and investments on a 
l^rge scale or to borrow from the ReseiTC banks to make up their 
reserve deficiency. If, instead, the monetary authority has the power 
to continue the existing resen'e requirements on outstanding de- 
posits but is empoivered to alter the reserve requirement for incre- 
ments to deposits, it could restrict bank lending without causing 
the sharp reduction in deposits chat I'esulted from the doubling 
of reserve requirements on all deposits. Let us assume that the 
monetary authority continues the 10-percent reserve requirement on 
outstanding deposits and imposes a 25'percent reserve requirement 
on net additions to deposit liabilities. With excess reserve of $1 
billion, the banks could create $4 billion in additional deposits as 
contrasted with $10 billion in deposits if the 10-percent reserve 
requirement is maintained or an actual reserve deficiency if reserve 
requirements on all deposits are doubled. The plan could be set 
up to require a 100-percent reserve against deposit increases over 
the ceiling. Thus, commercial banks as a group '(vould be prevented 
from expanding tlieir deposits on a multiple basis when tliey had 
excess reserves. 

SUPPLEMENTARY RESERVE PLAN 

Another plan entailing increased reserve require- 
ments for banks would require banks to hold supplementary reserves 
against increases in their loans. This plan would work as follows: 
each bank would have a ceiling of “loan ass ets” consisting of all loa ns 
^d invesemenDS oclfer timn government sf^ricies on a given date , 
me monetary audiority ^vouia be autiiorizra to require banks ^vhose 
“loan assets” rose above the ceiling amount to hold in addition to 
the reserve required under present authority a supplementary reserve 
equal to some percentage of the increase in their loan assets. 
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If a bank increased its loans by $100,000 over the ceiling, its ; 
deposits would increase by a like amount. Assuming a 10-percent i 
reserve requirement against deposits, required reserves would rise j 
by $10,000. In addition, if the reserve requirement against loans over 
the ceiling was set at 25 pcicent, the bank would have to provide 
an additional $25,000 in reserves. This supplementary reserve would ' 
have to be maintained by the bank even after the deposit arising 
from the loan had been drawn out. Needless to say, die supple- 
j mentary reserve requirement could be 100 percent Qt less, depending 

] on the extent of curtailment or limitation of further expansion of 

‘ bank loans and investments that is desired by the monetary authority. S 

^ The incidence of a supplementary reseive plan based on increases * 

j in loans would fall on the banks making loans and investments above 

the ceiling amounts whereas under the deposit increase plan supple- 
mentary reserves would be required of the banks receiving deposits 
in excess of the ceiling amounts. 

The supplementary reserve plans were widely discussed after 
World War II ivhen die monetary autliority U'as faced ivith the 
dilemma of trying to restrict the stock of money and yet support 
the govemment security market. A plan of supplementary reseives 
based on increases in bank loans and investments would restrain 
aeation of bank deposits but ^voiild insulate tlie market for govern- 
ment securities some^vhat from the restriction on bank credit expan- 
sion to private borrowers. 

Because the incremental (supplementary) reserve requirement, as 
it is sometimes called, does not affect the volume of bank reserves but 
merely affects the deposit-creation multiplier, it is a useful tool of 
monetary control for adapting the banking system to short-run 
changes in underlying monetary conditions. Together with changes 
in reserve requirements against all deposits, it would provide the 
monetary authority with a scalpel as ^vell as an axe, 

i ■ SELECTIVE COMTROLS OVER MONEY STOCK 

1 The quantitative instruments such as discount rate 

j changes, open-market operations, and variations in reserve require- 

i ments operate primarily by influencing the cost, die volume, and 

I the availability of bank reserves. Selective instruments of control 

' over the monetary stock do not operate by influencing bank reserves; 

. their principal impact is not on the total monetary stock but on 

part of the total stock of money that is utilized in one or another 
; particular segment of the economy. 
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An important characteristic of the so-called selective credit con- 
trols is that though they bear directly on the conduct of lendeis, tliey 
put restraints on the boiTower or potential borro^vcr by presciibing 
the terms on which certain kinds oC loans may be made, regardless 
of whether the banks have scanty or abundant reserves. The selective, 
controls over the monetary stock are supplementary to the general' 
or quantitative controls, and their use has developed because tliey, 
make it possible to restrain the flow of money into certain fields at 
a time when conditions in the economy as a whole are sucli as to ; 
make general restraints on the growth of the monetary stock un- ' 
desirable. 

MAROiN REOUiRBMENTS 

The tremendous amount of credit flowing into the 
stock market in the late 1920*s posed the folloiving predicament to 
the Reserve Board. At that time the Reserve System could have re- 
stricted the flow of bank credit into security speculation only by 
quantitative controls which affect bank reserves and, througli them, 
the total stock of money. The general level of economic activity was 
relatively stable with little if any evidence of excessive bank bon Div- 
ing to finance general business activity. The Board hesitated to use 
its quantitative tools to raise the cost and to reduce the availability 
of funds because such action might have had detrimental effects on 
business activity. Thus, stock speculation fed by bank credit con- 
thiued. Ultimately, hoivever, the quantitative credit control meas- 
ures were used as a last resort. 

The collapse of the stock market boom in late 1929 was followed 
by a severe decline in security prices. This decline probably con- 
tributed to the severity of the depression in tire early 1930*s, There'* 
was a general feeling that what ivas needed was a revision of the 
banking statutes to give the Board authority to exercise some control 
over the utilization of bank credit to finance security speculation.* 

In response to the need for an instrument to control the floiv of 
credit into purchasing or carrying of securities, Congress, in passing 
the Securities Exchange Act of 1934, delegated authority to the 
Board of Governors to control margin requirements on security 
loans. The margin requirements apply to all loans granted either 
by banks or by securities brokers and dealers tor purchasing and 
carrying securities (odier than Treasury obligations and other ex- 
empted securities) registered on national security exchanges. The 
Board administers margin requirements on loans by brokers and 
dealers to their customers through Regulations T; Regulation U 
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of the Board pertains to margin requirements on loans by banks to 
customers who desire to purchase or carry listed securities. The 
minimum margin is the same in both Regulations T and U. 

The term “maigin requirement” may be defined as the proportion 
of the purchase price of the securities which banks and securities 
brokers and dealers are not permitted to lend. Thus^ the Board has 
the power to fix the maximum amount which the purchaser of 
securities may borrow against those securities. If the margin is fixed 
at 50 percent, the buyer of stocks with a current market value of 
31>000 Trould have to pay $500 in cash, and tlie securities could be 
used as collateral for a loan not to exceed $500; if the margin were 
25 percent, the minimum cash payment would be $250 and the 
amount borrowed could be as much as $750. Margin requirements 
do not apply to a loan for commercial purposes even though secured 
by stocks. 

Stock market transactions are financed largely by the banking 
system either through bank loans to brokers or through bank loans 
to customers ivho ivish to purchase or carry listed securities. As these 
loans increase, there is an increase in deposits at commercial banks, 
thus increasing the monetary stock. By varying maigin requirements, 
tlie Board can infiuence the amount of credit extended for the 
purpose of purchasing or carrying nonexempt securities. Increasing 
the margin decreases the maximum amount which can be borrowed, 
while lowenng the margin increases it. Since 1934 margin require- 
ments have been clianged nine times and the range has varied from 
25 to 100 percent. 

There is no conclusive evidence of the extent of the influence of 
flexible margin requirements on the volume of bank credit used in 
the security markets nor on the behavior of security prices as is 
evident in Figure 21. At times, security prices have risen in the 
face of drastic increases in margin requirements. Since there is con- 
siderable uncertainty about die course security prices would have 
folloived in die absence of die measures ivhich were taken, final 
conclusions about the efficacy of margin requirements are impossible 
to render. 

It does not appear unreasonable to conclude that high margin 
requirements have had some effect in reducing the flow of new 
money through the securities exchanges and in keeping the general 
index of stock prices at a low level during a period of general infla- 
tion, Insofar as it sei*ves to affect changes in the monetary stock and 
in money expenditures, control over margins on security loans 
appears to be a useful additional instrument of regulation in the 
hands of the monetary authorities. 
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FIGURE 21 
STOCK MARKET 
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1 Standard and Poor’s Corp„ 416 common stocks. 1935-1939 » 100, 

a Member firms of Netv York Stock Exchange. 

> New York Stock Exchange, average daily volume. 

SOURCE' Board of Governors of the Federal Reserve System. 

CONSUMER CREDIT CONTROL 

Unlike control over margin requirements, which has 
been in effect continuously since 1934 when it ivas incorporated into 
the Securities Exchange Act of 1934, regulation of consumer credit 
has been granted to the Board under specific temporary and limited 
authority in emergency situations. Fiist introduced in SeptembeirX 
1941, under an Executive Order valid during the period of national j 
emergency, the Board's authority to regulate consumer credit lapsed j 
in November 1947; in September 1948 the Board was empowered / 
by Congress to restore consumer credit controls for a limited period ji 
terminating in June 1949. In September 1950, after the outbrealy 
of hostilities in Korea, the Board was again empowered to exercisA, 
controls over consumer credit; these controls were suspended in^ 
May 1952. 

l^pansion in consumer credit adds directly to increases in bank 
deposits, hence to the stock of money. A large fraction of consumer 
credit outstanding is financed either directly or indirectly through 
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bank loans. In addition to consumer loans ivhich are made directly 
by banks, a laige part of tlie funds of sales finance companies and 
pei'sonal loan companies is obtained from bank loans; many retail 
establishments finance their accounts receivable partly through bor- 
rowing from banks. Thus, a substantial part of every dollar of in- 
crease in consumer credit results in an increase in the stock of money, 

FIGURE 22 

CONSUMER CREDIT OUTSTANDING 
(Federal Reserve estimates) 



tliereby increasing the demand for the existing supply of goods and 
services. 

Over the years there have been ivide fluctuations in the volume 
of consumer credit outstanding as shown in Figure 22. These wide 
fluctuations have reflected primarily changes in installment credit, 
which, in turn, have been correlated 'witli changes in purchases of 
consumer durable goods. In general terms, ivhen incomes rise on 
the upswing of business activity, demand for and extension of install- 
ment credit increase so that expenditures of households increase 
more rapidly than their income. When incomes shrink in the down- 
swing of business activity, demand for and extension of installment 
credit decreases and installment credit outetanding shrinks. In pay- 
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ing off their outstanding debts, households are not able to use all 
their current income for expenditures on goods and sei vices so that 
consumer expenditures decline relative to income. 

Thus, fluctuations in installment credit, like almost all other fojxns 
jpf cr5^3?l®3CKacceniuate cyclical .savings in ,c.pnsiuner^ expeajii- 
jures^^ hence, in ^economic, activity. If consumer installment credit, 
like other forms of credit, tends to destabilize economic activity, one 
may wonder why the traditional tools of quantitative control are 
not employed to control the volume of such credit outstanding. 

Co nsume r installment credit institutions are retaileis of fonds 
and are jone stejj removed from the money market.' The cost of 
"ppen-market funds is a very small part of the total costs of these 
Jnstitutions. Thus, changes in interest rates of the order of ma^i- 
“liude that has been experienced as a result of the application of 
quantitative credit controls over the past thirty years have little 
effect upon the demand for installment credit by consumers, If the 
volume of consumer installment credit is to be altered materially, 
it must be accomplished through the installment credit field directly 
and not through changes in interest rates. 

Changes in the level of finance charges are not likely to exert 
signiticant effect on the demand for consumer durable goods noi^ 
on the demand for installment sales credit. It appears likely, how3 
ever, that changes in the down payment required under installmenn 
contracts and changes in the length of the period over ivhicli repayj 
ments must be made exert a significant effect on the demand fon 
consumer installment credit. If the doui'n payment required on thi 
purchase of a $2,000 automobile is increased from 20 to 40 percent] 
and the term of the contract calls for repayment in 10 months instead! 
of 20 months, some potential purchasers will be eliminated. Con-j 
sumers will have to provide $800 down instead of $400, and monthly] 
payments will increase from $80 to $120. • 

Control over consumer credit ^vas administered by the Board 
through its Regulation \V, which attempted to restrain consumer 
boiTowing from banks and iionbaiiks also. The basic requirements 
of the regulation were those which applied to installment sales 
credit,® Thus, Regulation W prescribed minimum dmvn payments 
in varying percentages (such as one tliird) of the purchase price for 
"listed” durable goods that consumers commonly buy ^vith borrowed 
funds. It also prescribed maximum maturities such as 12, 15, or 18 

B During, and shortly after World Wai II charge-account credit and single-payment 
loans to consumer were also controlled under the terms of Regulation W. In 1048 
and again in 1950 the revised Regulation W made no provision for control over these 
areas of consumer credit. 
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months for the loan contracts. The regulation ^vas flexible; do^vn 
payments and maturity requirements applied to all listed articles. 
Whole classes of goods were brought under the regulation wlien 
their prices appeared to reflect inflationary development; contrari- 
wise, many articles ivere removed from the regulation when the 
Board felt supply had caught up with demand at relatively stable 
prices. 

Doivn-payment and maturity controls applied to vendors such as 
automobile dealers who create installment sale-paper as well as to 
financial institutions; if the installment sale-paper did not comply 
witli the requirements of Regulation W, lenders ^vere forbidden 
to create it, to buy it, or to accept it as collateral for loans. Makers 
of installment loans directly to the consumer for the stated purpose 
of purchasing a “listed” article were subject to the same require- 
ments. Other installment loans (not for the stated purpose of pur- 
chasing a listed article) were not limited as to down payment but 
could not have a longer maturity than that specified in the regu- 
lation. 

It is not possible to estimate the effect of consumer credit regula- 
tion in reducing the demand for loan funds and the expenditure 
of funds for current output— mainly, durable goods. During World 
War n the lack of availability of durable consumer goods was a more 
important factor than consumer credit regulation in accounting for 
the decline in consumer credit outstanding. 

Since buyers of automobiles, household appliances, furniture, 
and other durable consumer goods commonly resort to installment 
credit to finance tlie purcliases of these goods, installment credit 
controls affect a broad segment of the population. Thus, installment 
credit controls strike at one source of inflation in expenditures, 
prices, and incomes by restricting demand in two ways. First, the 
stiffer terms tend to reduce installment purchases of articles covered, ! 
thus bringing about a direct and immediate decline in the demand 
for these articles. If the restrictions are made severe enough so thatJ 
further Installment credit is not available, the demand for durablel 
consumer goods ^vould be sharply reduced. For several months, at! 
least, repayment of outstanding consumer credit would absorb con- 1 
sumer income ivhich could not floiv into tlie nondurable goods 
market. Second, if the increase in outstanding consumer credit is 
checked, increases in the stock of money (which can be used to pur- 
chase all goods) are limited. To the extent that controls are severe 
enough to reduce outstanding consumer credit, the total monetary 

a® federal Reserve Bulletin (November IflfiO), pp, 1452-58. 



SELECTIVE CONTROLS OVER MONEY STOCK 359 

stock is reduced, thereby reducing consumer demand for both dura- 
ble and nondurable goods. 

A number of criticisms have been leveled at consumer credit 
controls. Tt^e 3 t»pose a seyere administrative problem. J)uring World 
War II over 200,000 lenders, including iinahcial institutions and 
retailer or dealer outlets, had to be licensed and regelated. Unlike 
quantitative credit controls which merely alter the total stock of 
money, consume r cr eidit controls discriminate bct^vcen classes^of 
goods ancT interfere ivith the work of relative consumer preference^ 
^in siiiftmg’ TMources from’ one area, of economic actiyi,ty to others.. 

As was pointed out above, consumer installment credit, like any 
otlier kind of credit, tends to accentuate economic fluctuations. But 
since this characteristic is not peculiar to installment credit alone, 
it cannot be taken as a sufRcient reason for controlling such credit. 
If it were found that installment aedit plays an important role 
in business fluctuations, a defense of these contiuls might be justified. 
But the fact is that the few attempts that have been made at a quanti- 
tative appraisal of its role do not suggest that the contribution of 
installment sables credit to cyclical fluctuations is an important one. 
Many authorities ^vho agree that the Reserve System should not be 
given permanent power to control consumer installment credit as 
an anticyclical weapon, nevertheless, agree that it is a useful rveapon 
to combat strong inflationary pressures. At best, however, it can 
supplement general quantitative tools to control the stock of money. 

I 

REAL ESTATE CREDIT CONTROL 

The newest selective credit control device to be used 
by the Reserve System was regulation of credit granted to finance 
new real estate construction, Temporary authority for the selective 
regulation of new real estate consti uction credit was granted to tlie 
President under the Defense Production Act of 1950. The authority 
exercised by the Board of Governors was delegated to it by the Presi- 
dent ^vith the proviso that the Board should obtain concurrence 
of the Housing and Home Finance Agency before any regulation 
is issued pertaining to residential real estate construction credit. The 
authority of the Board is limited to loans granted by private financial 
institutions without guarantees or insurance provided by federal 
agencies. 

Under authority granted to it, the Board exercised control over 
real estate credit by issuing Regulation X in October 1950. At first 
the provisions of Regulation X applied to credit terms extended in 
connection with one- and two-family residential properties. In Janu- 
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ary 1951 the regulation was broadened to include all newly con- 
structed residential pioperty, and in February it was further ex- 
tended to certain types of commercial properties. In the revised 
Defense Production Act of 1952 Congress decreed that down- 
payment requirements in excess of 5 percent were not permissible 
if the seasonally adjusted annual mte of new residential housing 
starts was below 1.2 million units. In effect, if construction starts 
are below this number, Regulation X is not operative. In June 1952 
there was an easing of the restrictions of Regulation X and in 
September it ivas suspended. 

Regulation X put lending for purchases of new residential and 
commercial construction under much the same form of control as 
that which is used to regulate consumer installment credit. Thus, 
maximum loan values (minimum down payments), maximum ma- 
turities, and minimum amortization terms were prescribed for credit 
extended in connection with new residential construction and most 
new commercial construction. 

The outbreak of hostilities in Korea came at a time when eco- 
nomic activity had attained high levels and prices were increasing 
moderately. New construction was in record volume, reflecting pri- 
marily the exceptionally high rate of residential building. An impor- 
tant factor in the demand for housing was the large volume of funds 
available on extremely easy terms for residential mortgages from 
banks and other lenders. 

The growing demands of consumei's and businesses were adding 
to the existing inflationary pressure by competing with the govern- 
ment for the labor and materials needed for national defense. In this 
situation expansion in real estate credit financed by bank borrowing 
resulted in ina'eases in the stock of money; with the newly acquired 
funds consumers increased their demand for the labor and materials 
tliat went into housing. The process of expanding demand did not 
stop here. The increased prices and income earned in the building 
industry gave rise to further increases in demand for all goods. 

In die face of increased demand for real estate credit, nonbank 
lenders sold large quantities of their holdings of government securi- 
ties to augment their cash in order to extend loans against real estate. 
Since the Reserve System was supporting the government bond mar- 
ket, most of these securities came into the hands of the Reserve banks 
(open-market purchases), thereby adding to the lending power of 
the banking system. Apart from adding to bank reserves, sale of 
government securities by nonbank lenders directly added to tlie 
monetary stock. 

In. order to provide quickly the substantial volume of materials 
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needed for national defense, restrictions on real estate credit would 
serve to decrease the demand for construction mateiials and labor 
and thus conserve these resources for defense needs. Moreovei, cur- 
tailment of real estate credit would dampen the increases in the 
monetary stock and serve to restrain the rise m prices and income 
in the building industry. Thus, real estate credit controls by requir- 
ing larger doivii payments and shorter maturities on loans to finance 
new construction can reduce the demand for this type of credit. The 
extent to ivhicli demand for real estate credit can be reduced and, 
therefore, the extent to which a rise in prices and income in the 
building industry can be curbed depends on the severity of the 
controls imposed. , 

In discussing margin requirements and consumer Installment 
credit, it was pointed out that the traditional quantitative credit 
contiol measures which decrease bank reserves and increase interest 
rates have little effect upon the demand for such credit. This same 
argument does not apply to mortgage borroiving for house purchases. 
Such borrowing is typically long-term and on an installment repay- 
ment basis. Thus, an increase in interest rates induced by traditional 
credit control measures will add to the monthly mortgage payment 
and ivill tend to improve the attractiveness of renting rather than 
buying. A rise in interest rates will reduce spending for new houses 
by discouraging some buyers altogether and inducing others to buy 
cheaper houses. 

Since the Reserve System continued to support the bond market 
throughout 1950, it was not able to bring about a rise in interest 
rates which would have reduced the demand for new housing. 
Selective control over real estate credit was, therefore, a useful tool 
in combating the post-Korea inflation. It is impossible to evaluate 
the role which Regulation X performed In reducing the inflationary 
pressures in construction and real estate markets. It will be recalled 
that beginning in the spring of 1951 the Reserve System ceased 
supporting government bonds at par. This action reduced the will- 
ingness of banks to make real estate loans; similarly, nonbank lenders 
were less ^vllling than formerly to obtain funds for mortgage lending 
by selling their government securities. 

QUBSTiONS AND PROBLEMS 

1. a. Distinguish between paper eligible and paper acceptable for redis- 
count. Do the Federal Reserve authorities have more flexibility 
in respect to the one than to tlie other? Do you regard each as a 
good means of controlling the volume of rediscounting? Why or 
why not? 
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b. Explain why i^iscounting was important before Che early ]930'8 
and has been I'elatively unimportant since. 

2. "Rediscount rate policy was not an effective tool of monetai 7 control," 

a. Explain, illustrating both in connection witli expansion and con- 
traction desired by the central bank. Is discount rate policy more 
effecei\'e in restraining than in stimulating expansion? 

b. What is the significance of discount rate policy? 

c. Can rate policy be reinforced by open-market operations? How? 

3. a. Docs the small volume of industrial loans by Federal Reserve banks 

outstanding at the close of 1951 (see Table 34, page 315) accurately 
indicate their relative importance? 

b. Are such loans regarded as a regular central banking activity? 

c. Compare the elfect on the money stock of an industrial advance 
by a Federal Reserve bank and of a purcliase by it of a United 
States Government obligation from a dealer. 

4. Contrast traditional open-market operations with rediscounting as to; 

a. Character of obligations that can be acquired by the Reserve bank. 

b. Initiative of the Federal Reserve authorities. 

c. Eifect on the money stock, 

d. Control by the Board of Governors. 

5. a. What is the effect on Federal Reserve credit concml powers of Che 

policy of granting the initiative in open-market purchases to the 
seller? 

b. Contrast the reasons underlying Federal Reserve policy with ref- 
erence to open-market operations in bankers' acceptances in the 
earlier years of the System and in United States Government obli- 
gations during World War II. 

6. a. Contrast the effect on the potential money stock of an increase in 

legal reserve requirements with that of increases in the rediscount 
rate and open-market sales. 

b. WJiy is the flexible reserve requirement characterized as "blunt"? 

c. What improvement would the ceiling or incremental reserve plan 
afford? The supplementary reserve plan for increases in loan assets? 

d. Would the velocity reserve plan described in Chapter 13 be an 
improvement? 

7. "This is not to say that selective credit controls, such as Regulations 
W and X, are good in themselves. They are, after all, a form of direct 
control, telling the citizen and the businessman how mucli he must 
pay down, and how rapidly he must amortize the balance. Nearly 
everyone agrees that selective credit contiols are obnoxious and greatly 
inferior to the broad general controls over money and credit exercised 
through the rediscount rate, bank reserve requirements and effective 
open-market policy." 

a. If this be tnie, why utilize selective controls? 

b. Why do the terms set in consumer and real estate credit controls 
include the repayment period as well as the down payment whereas 
stock market credit controls only cover down payment? 
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8. ‘‘The cost of effective use of monetary measures to stem inflation is 
a rise in die interest rate on the government debt. . . . The tieasuiy 
has preferred to hold this one price down even at the cost of facilitat- 
ing a rise in all other prices. ... It is long past time that diis short- 
sighted policy was abandoned.’* This statement was made in 1950. 
Explain the analysis implicit in the statement. Defend in detail your 
own position in this policy controversy. 
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CHAPTER 15 


Monetary and 
Fiscal Powers 
of the Treasury 


r 

ONTROL over the monetary stock is not an exclu- 
sive power exercised by the Federal Reserve authorities. The Treas- 
ury has important monetary powers arising from its legislative au- 
thority to purchase and sell gold and silver as tvell as to mint coins 
and issue certain types of currency. In addition, management of its 
money balances in the general fund provides the Treasury with an 
efiEective instrument of control over the stock of money. The mone- 
tary powers of the Treasury like those of the Reserve authorities 
affect national income and expenditure, particularly in the private 
sector of the economy, by influencing the size of the monetary stock 
and through it the amount, availability and cost of funds. Unlike 
the Reserve System, the Treasury has a variety of fiscal instruments 
'ivhich may affect the level of income and spending by virtue of alter- 
ing the amount, character, and timing of government expenditures 
and the amount, type, and timing of taxes collected. The fiscal 
policies affecting both the government expenditures and government 
revenue-raising in turn have their repercussions on the expenditures 
of households and business firms. The methods of public borrowing 
and the management of the public debt ^vhile generally considered 
an aspect of fiscal policies, nevertheless provide the Treasury with 
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a substantial amount of influence over monetary developments in 
the country. 

■ MONETARY POWERS 

OOLD PURCHASE AND SALE 

An addition to the monetary gold stock of the United 
States unless counteracted by the Treasury or the Federal Reserve 
System is reflected in additions to the reserves of the member banks 
and tlje Reserve banks. The monetary gold stock may be increased 
by importing gold from abroad or by the sale to the Treasury of 
nc^vly mined gold* scrap gold, or foreign earmarked gold. Gold physi- 
cally located in the United States under earmark for a foreign gov- 
ernment is not part of the country’s monetary gold stock. An increase 
in earmarked gold which comes from our monetary gold stock has 
the same effect upon bank reserves as an export of gold. Conversely, 
a decrease in earmarked gold flowing into our monetary gold stock 
has the same effect upon bank reserves as an import of gold. 

The process by which an increase in our monetary gold stock 
affects tile reserves of the banking system can be illustrated by tracing 
tlie various steps resulting from the Treasury’s acquisition of $1 
million of gold. (1) The Treasury pays for the gold by drawing a 
check against its account with the Reserve bank, thus reducing its 
deposits at the Reserve bank by 31 million. (2) The seller of tlie 
gold deposits the dieck with a member bank, increasing the latter’s 
deposit liabilities by 3f million. (3) The member bank deposits the 
Treasury’s check in a Reserve bank, thereby obtaining 31 million 
of reserves. (4) The Reserve bank then reduces the Treasury’s de- 
posits by 31 million. In order to replenish its working balance 'ivith 
tlie Reserve bank, (5) the Treasury may monetize the gold by issuing 
gold certificates for 31 million and (6) turn these certificates over 
to the Reserve bank in return for a deposit with the bank. These 
transactions are summarized in Table 35. 

The books of the Reserve bank show an increase of $1 million 
in gold certificates and an increase in deposits owed to the Treasury 
of 31 million. Thus, the effects of a 3 I million increase in the 
monetary gold stock are reflected in a $1 million increase in member 
bank deposits and a similar increase in new bank reserves. Assuming 
the required reserves are 20 percent, the excess reserves of the bank- 
ing system are increased by $.8 million. 

If tlie Treasury or the Federal Reserve authorities wish to prevent 
an addition to the monetary gold stock from affecting the reserves 
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of the banking system, four direct courses of action are available to 
them. The Federal Reserve authorities can move to reduce the excess 
reserves created in the manner described above by (I) engaging in 
open-market sales or (2) by raising reserve requirements if they are 
not yet at their legal maximum. The Treasury can move to counter 
the increase in bank reserves by (1) increasing the Treasury’s balance 
in tlje Reserve banks to a higlier level than it^as previously held by 
transfeiTing funds from commercial banks to the Reserve banks or 
(2) by sterilizing gold, wliich means that gold is purchased but gold 
certificates are not issued, in order to restore Treasury balances with 
the Resei-ve bank. In order to restore its balances ivith the Reserve 
bank, the Treasury ivould have to collect more than it spends or it 
^vould have to borrow additional funds to build up its balances. 

An illustration of gold sterilization is the program instituted by 
the Treasury in the latter part of 1936. At that time the Treasury 
undertook to prevent incoming gold from enlarging bank reserves. 
The procedure was the same as that described above through step 
(4). Instead of issuing gold certificates to restore its balances ^vith 
the Reserve bank, the Treasury sold securities in the money market. 
In depositing the checks received for these securities with the Re- 
serve bank the Trcasm 7 ’s balance was restored, and the Reserve 
bank debited the reserve account of the member banks on ivhom 
the checks were dra^vn.^ Thus, the Treasury continued to hold the 
gold which was added to its monetary stock in an inactive account, 
and the reserves of the banking system were not increased. Conse- 
quently, gold sterilization ^vas tantamount to purchasing gold ^vitli 
interest-bearing securities; the Treasury was engaging in open- 
market operations (sales). In the recession of 1937 some of the gold 
was desterilized. This action was accomplished by issuing gold cer- 
tificates against the gold in the inactive account and increasing 
Treasuiy deposits at the Reserve banks. These balances were drawn 
upon to meet Treasury expenses and to retire maturing debt. Gold 
desterilization consisted of open-market operations (purdiases) by 
the Treasury. 

TREASURY CURRENCY ISSUE AND RETIREMENT 

Increases in Treasury currency outstanding add to 
bank reserves. The two components of Treasury currency are (1) 

1 Actually under this method, the banks’ reserves were reduced by $1 million but 
their deposits Increased by $1 million so that the banks had a reserve deficiency ot 

million (assuming a EO-percent reserve requlremeiu). 
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; \ silver and (2) paper money and coin. We shall deal with each ot 
these groups in turn. 

Silver Policy The Treasury is the custodian of the nation's mone- 
tary reserves held in the form of silver. Under the Act of July 31, 
1946, the Treasury is required to buy at 90.5 cents per fine ounce 
all newly mined domestic silver offered to it. Tlie Secretary of the 
Treasury has the authority to determine when, in what volume, and 
at what price foreign silver will be purchased. For every ounce of 
silver held in its vaults, the Treasury has the authority to issue silver 
certificates equal in face value to §1.29, the monetary value of an 
ounce of silver. In practice, the Treasury has issued silver certificates 
to the extent of the cost of the silver rather than its monetary value. 

Purchases of silver by the Treasury increase bank deposits and 
bank reserves. To illustrate, ive shall trace the effects of a Treasury 
purchase of $1 million of newly mined silver. (1) The Treasury 
pays for the silver by drawing a check against its account with the 
Reserve bank, thus reducing its deposits at the Reserve bank by 
§l million. (2) The seller of the silver deposits the check ^vith a 
member bank increasing the latter's deposit liabilities by $1 million. 
(3) The member bank deposits the Treasury’s check in a Reserve 
bank, thereby obtaining $1 million of reserves. (4) The Reserve bank 
then reduces tlie Treasury’s deposits by §1 million. In order to 
replenish its ^vorking balance with the Reserve bank, (5) the Treas- 
ury issues silver certificates in an amount equal to the cost of the 
silver and (6) turns these certificates over to the Reserve bank in 
return for a deposit with the bank. These transactions parallel those 
shown for gold purchases; the effect is depicted in Table 36 if the 
word “silver" is substituted for the word "gold." 

The books of the Reserve bank sliow an increase in silver certifi- 
cates of $1 million and an increase in deposits owed to the members 
of $1 million. An increase of $1 riiillion in our silver stock is reflected 
in a $1 million increase in member bank deposits and a similar 
increase in new bank reserves. Assuming a 20-percent reserve re- 
quirement tlie effect of the silver purchase is an increase of §.8 
million of excess reserves. 

The Treasury can boost bank reserves even more tlian is illus- 
tiated in our example. We assumed the Treasury issued silver cer- 
tificates against the cost of the silver purcliased (90.5 cents per fine 
ounce). Under the law the Treasury can issue certificates against the 
full monetary value of the silver (§1.29 per ounce). If this were done, 
the Treasury’s deposits at the Reserve bank would be increased; 
when it uses tlicse funds to make payments, the reserves of the bank- 



370 MONETARY AND FISCAL POWERS OP THE TREASURY 

ing system would be increased by $1.29 per ounce rather than by 
90.5 cents per ounce. 

The difference, roughly, betiveen the total cost of silver purchases 
and their total monetary value at $1.29 per ounce represents the 
amount of silver sterilized by the Treasury. By issuing silver certifi- 
cates against the “sterilized*’ silver and depositing these certificates 
with the Reserve bank, the Treasury could monetize this silver and 
use the proceeds to meet expenses or to retire debt, As long as the 
debt retired is not held by the Reserve banks, the effect of these 
operations would be to increase bank reserves. 

Paper Money and Coin The Treasury can influence the stock 
of money and bank reserves by its issuance of coins and paper money. 
The process of issuance would be as follows: A neiv issue of coins 
and paper currency is deposited by the Treasury with the Reserve 
banlu. Thus, the Treasury's deposit account is increased. As the 
Treasury utilizes its deposit account to meet its payments, the checks 
appear in the member banks. The member banks' reserve accounts 
at the Reserve bank are increased as the checks on the Treasury’s 
account are collected. 

As the Treasury retires Federal Reserve bank notes, national bank 
notes, and Treasuiy notes of 1890, the immediate effect is merely 
to give commercial banks deposit credits on the books of the Reserve 
banks for the currency they surrender. As these three types of cur* 
rency are shipped to Reserve banks by commercial banks, the Re- 
serve banks debit the Treasury deposit account and ship these issues 
to the Treasury for destruction. The amounts debited to the Treas- 
uiy’s account on the Reserve banks’ books are a-editcd to the reserve 
accounts of the commercial banks. However, since tjie Treasui 7 ’s 
deposit balances at the Reserve bank are thereby reduced, the Treas- 
uiy mil have to replenish them from increased tax revenues, by 
withdrawing part of its deposit balances from commercial banks, 
or by borrowing new funds. The effect of these actions will be to 
reduce the commercial banks* reserve balances. It should be apparent 
that bank reserves could likewise be decreased if any other type of 
Treasury currency outstanding (greenbacks, silver certificates, or 
coin) was retired by the Treasury. 

MANAGEMENT OP THE GENERAL FUND 

In the management of the money balances of its own 
“general fund” the Treasury possesses a poiverful instrument of 
monetary policy. The balances in the general fund represent the 
money which the Treasury possesses and which is immediately avail- 
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able foi spending. These balances consist of cash held in its own 
vaults (chiefly inactive gold and sterilized silver as well as small 
amounts of Treasury currency), demand deposits with the Reserve 
banks, and its demand deposits ivith commercial banks. We have 
already explained the effects of alterations in Treasury cash upon 
bank reserves and the stock of money. 

The manner in ^vhich the Treasury handles its deposits in banking 
institutions is a far more powerful tool of monetary control available 
to the Treasury than is Treasury cash policy. The flow of cash into 
the Treasury as tax payments and sales of government securities are 
executed and the outflow of cash as expenditures are paid for or as 
debt is retired affords the Treasury an opportunity to exercise some 
control over the money stock by the manner in which it disposes of 
its deposits. 

When the Treasury deposits with commercial banks checks which 
are drawn by taxpayers and buyers of federal debt instruments, the 
reserves and demand deposits of the commercial banks are un> 
affected. The deposit account of the drawer of the check is reduced 
ivhile the *‘tax and loan account” of the Treasury is increased on 
the books of the commercial banks. When the Treasury deposits 
the aforementioned checks with the Reserve banks, these banks 
increase the general account of the Treasury and collect the checks 
drawn against the commercial banks by debiting the latter's reserve 
account witli the Reserve bank. The effect of such a transaction is 
to reduce the reserves as well as the volume of demand deposits of 
the commercial banks. In practice, the Treasin7 does not use its 
deposits witli commercial banks to effect payments. Instead it draws 
a check against its commercial bank deposits and transfers the sum 
to the Reserve banks, which tlien debit the reserve accounts of the 
commercial banks. 

It should be apparent from this exposition that the Treasury has 
an important tool of control over the monetary stock at its disposal. 
Bank reserves can be reduced and demand deposits on the books 
of the banks can be decreased if the Treasury builds up its balances 
^vith tlie Reserve banks by depositing checks of individuals directly 
ivith tire Reserve banks and/or drarving down its accounts with com- 
mercial banks. Conversely, the Treasury can make bank reserves 
more plentiful if it increases its deposits in commercial banks and/or 
decreases its balances witlr the Reserve banks. 

The main objective of Treasury deposit policy is to smooth out 
tlie effects of seasonal or other fluctuations in Treasury cash receipts 
and disbursements in order to minimize the effects of Treasury 
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operations on the operations of the banking system. Treasury cash 
policy is desigJied to minimize interference ivith bank reserves and 
Federal Reserve operations in the following ways: (1) The major 
concentration of tax receipts is deposited in commercial banks, 
thereby minimizing the banking system’s loss of reserves through 
tax collections. The Treasui 7 tj'ansfers balances from tlie commercial 
banks to its deposit accounts at Reserve banks in an amount suf- 
ficient to meet its current expenditures. In this way the loss of 
reserves and deposits by the commercial banks is quickly recouped 
as the recipients of Treasury checks deposit tliem witli commercial 
banks. (2) The Treasury permits deposit balances with the Reserve 
banks to tall to a minimum prior to tax collection dates in order to 
build up reserves of the commercial banks so as to provide for the 
loss in reserves anticipated irhen tax collections come due. (3) On 
occasion the Treasury sells short-term securities directly to the 
Reserve banks in anticipation of tax receipts so tliat the Treasuiy 
can minimize the amount of tax collections ^vhich are withdrawn 
from commercial banks to build up the general fund ^vlth the 
Reserve banks. 

Occasionally Treasury deposit policy is deliberately utilized to 
alter the reserve position of the banking system. For example, if the 
Treasury desires to build up the reserves of the banking system, it 
reduces its deposits with the Rcseive banks in meeting its current 
expenditures, and these funds flow to the commercial banks whose 
reserves are increased. Conversely, if the Treasury wishes to reduce 
bank reserves, it withdraws more of its deposits with commercial 
banks than it currently expends and thus builds up its accounts at 
the Reserve banks. The effect of this transaction is a reduction in 
commercial bank reserve balances. An illustration of each of these 
transactions is afforded by the sequence of events in 1948 and 1949. 
In cooperation with the Reserve System the Treasury built up its 
Reserve bank balances in 1948. The intent of this measure was to 
reduce bank reserves and restrain inflationary pressure then existing. 
In the recession of 1949 the Treasury reduced its Reserve bank 
balances in order to pump reserves into the banking system in an 
attempt to create conditions of monetary ease. 

■ fiscal policy 

Fiscal policy refers to governmental policy with re- 
spect to spending and taxation. It includes the n^anagement of the 
public debt. The size of the budget surplus or deficit is the ultimate 
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responsibility of Congress. Its decisions with regard to expenditures 
and taxes determine the size of the surplus or deficit, if any. The 
Treasury serves as adviser to both tlie President and the Congi'ess 
in connection with expenditure and revenue policy. While the 
Treasury can merely offer advice with regard to Congressional action 
on appropriations and taxes, it does have important discretionary 
powers in handling the financing of a deficit or disposing of a sur- 
plus. Moreover, the Treasury’s management of the outstanding debt 
affords it a powerful weapon for altering economic activity. 

Half a century ago when the federal budget amounted to less than 
S500 million, it was not a very important influence on the level of 
economic activity. The situation has changed markedly since that 
time. As is evident in Figure 23, the annual budget has grown to 
over $60 billion with little likelihood of any overwhelming reduc- 
tion In this figure; in fiscal 1952 the budget amounted to roughly 
20 percent of the GNP (Gross National Product). Government ex- 
penditure and revenue programs now constitute one of the impor- 
tant determinants of the level of income and employment. Depend- 
ing on tlie nature of these government policies, both may contribute 
to stability or instability in economic activity. 

THE ADMINtSTEArtVE AND THE CASH BUDGET 

Before proceeding to discuss the economic aspects of 
government revenue and expenditure policy, it is desirable to dis- 
tinguish between the administrative budget and the cash budget. 
The administrative budget records the income earned and the ex- 
penses incurred in the general operations of the government whether 
cash payments to or from the public are involved or not. A simple 
illustration may serve to clarify the differences in recording proce- 
dure in tliese two budgets. When armed forces leave bonds were 
issued to servicemen, these bonds were recorded as an expenditure 
in the administrative budget whereas they did not appear in the 
cash budget. In subsequent periods as these bonds were cashed in 
by servicemen, they were recorded as expenditures in the cash budget 
but did not appear at all in tlie administrative budget. 

In the fiscal year ended June 30/ 1952, the administrative budget 
showed a deficit of $4 billion. For tliis same period the cash budget 
showed a surplus of $. 1 billion. The chief discrepancy between these 
two budgets is the result of the operations of the various social 
security trust accounts administered by the government. While tliese 
funds are being built up, they show an excess of receipts over cash 
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expenditures. This cash surplus is not included in the administrative 
budget but is recorded in the cash budget.® 

More and more, economists concerned with the relation of govern- 
ment spending to general economic activity have dealt mainly with 
the cash budget. This budget records the actual movement of cash 
between the Treasury and the private sector of the economy: hence* 
it is a more useful tool for Interpreting the effect of government 
fiscal operations upon the demand for goods and services in the 
market. Therefore, our discussion of fiscal policy will apply to the 
cash budget. 

economic aspects of the government budget 

The government affects spending, employment, and 
prices through botli the revenue and expenditure sides of its budget. 
Its purchases of goods and services add directly to the demand for 
current output, thereby creating income for individuals and busi- 
ness firms. Government expenditures to its employees, for interest, 
veterans’, and social security benefits, and for vaiious other transfer 
payments add to disposable income and spending power. Taken by 
themselves, government expenditures tend to expand money incomes 
and die market for business output. 

On the other side of the budget, tax collections reduce personal 
and business incomes that might have been used for consumption 
or capital formation. Thus, taken by itself, taxation tends to shrink 
money income and the demand for output. 

The observations about the effects of the government budget per- 
tain not only to the national government but also to state and local 
budgets.” However, state and local budgets do not have the flexibility 
required for an effective stabilization prog:ram. In addition, die 
national government’s budget is quantitatively more important than 
all die state and local government budgets combined. It should be 
readily apparent, however, that if fiscal policy is to achieve its maxi- 
mum effectiveness, tax and spending policies of all levels of govern- 
ment should be integrated. To simplify die exposition in the dlsais- 
sion that follows, we shall concentrate on the economic effects of 
fiscal policy on the national government level. 

Government expenditures and receipts can be combined in vari- 

iipor a helpful description of the dllference between the administrath'e and cash 
budgets of the federal government see Committee tor Economic Development, Tax 
and Expenditure Policy for 1950, Appendix B; also Treasury Bulletin (Septeinber 
1952). pp. 12*13. 

■ See A. H. Hansen and H. S. Ferioff, Stale and Local Finance In the National 
Economy (New York, 1944), 
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ous ways to achieve a stimulating or deflationary effect upon aggre- 
gate demand and economic activity. In general, a surplus tends to 
deflate national income for at least two reasons: (1) The tax leakage 
from the income stream exceeds the flow of government funds into 
the income stream, and (2) a surplus is usually employed to retire 
outstanding government debt. Conversely, a deficit tends to expand 
national income because (1) the flow of government funds into the 
income stream exceeds the sum of tax leakages from tliat stream 
and (2) a deficit is usually financed by the creation of new money. 

TJie preceding generalizations are somewhat misleading because 
they imply that a balanced budget has no effect upon national in- 
come. It is not only the size of the revenue or the expenditures that 
is important, but also the composition of these items must be con- 
sidered in appraising the effects of the government's fiscal policy 
upon economic activity. A given amount of revenue tan be raised 
in many different ways, and government expenditures can be made 
for a variety of purposes. For example, a tax on corporate profits 
and a tax on personal income may both produce the same amount 
of revenue, but the former may reduce private consumption less 
and private investment more than the latter does. An expendituie 
of $I million on roads is not likely to cause an offsetting decline in 
private investment, whereas the same amount spent on a power 
project may cause an ofbietting decline in private investment. 

A balanced budget need not be neutral in its effect upon national 
income. If an increase in personal income taxes is borne by taxpayers 
who planned to accumulate idle cash balances while tlie govern- 
ment’s expenditures are used to pay wages, etc,, to employees wlio 
have a high marginal propensity to consume, the effect ivill be to 
increase the consumption function for the whole population. Even 
though the budget is balanced, tlie effect of the above transaction 
would be to speed up the velocity of money and result in an increase 
in national income. 

It would be possible to influence the level of national income 
by varying the size of the budget but always keeping both sides equal. 
However, the important stabilizing effects of fiscal policy result from 
the size of the surplus or deficit in the budget. Therefore, the prin- 
cipal effectiveness of fiscal policy lies in tlie ability of the government 
to vary the differences between expenditures and receipts rather 
than to depend upon a balanced budget and variations in its absolute 
size. 
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ANTICYCUCAL FISCAL POLICY 

By spending in excess oE its current revenues the 
government can exert an expansive influence upon employment, 
income, and economic activity. Conversely, by collecting more than 
it spends the government can exert a contractive influence upon 
economic activity. Whether the government’s fiscal policy can be 
used to contribute to stability of economic activity depends upon 
its timing and magnitude. Deficit hnancing in a time of high levels 
of employment and income tends to induce or aggravate inflation. 
The same policy in a time of recession can avert serious deflation 
and may serve to stimulate a recovery. Pursuit of a budgetary surplus 
in a depression will aggravate the fall in demand for current output, 
but the same policy in a period of inflation will promote economic 
stability. 

If the government’s fiscal policy is to avoid aggravating instability 
and if it is to make a positive contribution to promoting stability, 
then the practice of annual budget balance despite fluctuations in 
employment and income must be abandoned. Adherence to a budget 
balanced in good years as well as bad ivould tend to aggravate eco' 
nomic instability. 

Under our pi*esent system of taxes the aggregate revenue of the 
government is highly responsive to changes in the level of national 
income. Yields on the corporate and personal income taxes fluctuate 
more shai'ply tlian changes in income. Thus, a 10-percent rise in 
income will yield more than a 10-percent increase in tax take liy 
the government. To a lesser extent social security taxes as well as 
excise taxes on tobacco, alcoholic beverages, and many other prod- 
ucts are responsive to changes in income. Witli a given structure 
of tax rates, increases or decreases in national income automatically 
produce increases or decreases in total federal revenues. In the face 
of this phenomenon the application of an annually balanced budget 
would necessitate lowering taxes and/or increasing expenditures in 
times of prosperity and raising taxes and/or lowering expenditures 
in times of depression. 

If budget balance ^vas achieved annually, during a period of 
prosperity taxes would have to be reduced. This would increase 
disposable income, hence spending by business and individuals 
would be encouraged. This, in turn, would lead to further rises in 
prices, income, and employment. In short, an inflationai*y situation 
ivould become more inflationary. If taxes were not reduced in pros- 
perity, then government expenditures ^vould have to be increased 
if the principle of budget balance was followed. An increase in gov- 
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erntnent expenditures during periods of high and rising levels of 
income ivould merely add to the inflationary pressure. When federal 
revenues declined in response to a deflationary decline in national 
income, the principle of an annually balanced budget would require 
either an increase in tax rates or a decline in government expendi- 
tures, or both. Increases in tax rates would reduce disposable income 
and would result in further curtailment of spending by individuals 
and business. Reductions in government expenditures would reduce 
the demand for current output even further ^vitli a resulting decline 
in income. In summary, an annual balance in the government budget 
would at one time add fuel to the inflationary Are and at another 
time ^vould cause a decline in economic activity to move cumu- 
latively downward. ' 

At this juncture most economists ^vould recommend tliat govern- 
ment fiscal policy sliotild be designed to stabilize economic activity. 
This clearly means the abandonment of the annually balanced 
budget. In its place would be a flexible budget policy designed to 
achieve a surplus during boom periods and a deficit during periods 
of low and declining activity, 

GUIDES TO FISCAL POLICY 

There are several ways of planning the desired flexi- 
bility in the relation between government revenue and expenditure. 
Basically these techniques are (1) automatic flexibility, (^) formula 
flexibility, or (3) discretionary action. 

Automatic flexibility A fiscal policy designed to stabilize eco- 
nomic activity which is completely automatic in operation has much 
to be said for it. There is no need to forecast economic activity; 
automatic stabilizers ^vould operate promptly. There are no delays 
pending passage of new appropriations or tax laws. 

Our present fiscal system has large elements of automatic sta- 
bilizers built into it. With our heavy reliance upon personal and 
corporate income taxes, revenues are very sensitive to changes in 
income ^vith no changes in tax rates. Revenues rise more than 
income does, and they fall more rapidly than income. On thp ex- 
penditure side, insurance payments to the unemployed, agricultural 
subsidies, and relief payments increase when national income and 
prices decline. Thus, without any need for discretionary action by 
either Congress or the executive, government expenditures rise rela- 
tive to revenue during a business downswing and fall relative to 
tax receipts during a rise in economic activity. To this extent, auto- 
matic stabilizers have been built into the national budget. 
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IFormula Flexibility Most economists favor the greatest possible 
use of automatic Bexibility in the budget. Since automatic stabilizers 
as presently constituted are not likely to provide sufficient contra- 
cyclical budget policy, many groups favor enactment of legislation 
by Congress of rules regarding alterations of tax rates and revision 
of spending programs which come into force if some index or indexes 
of economic activity show declines or lises beyond a certain point. 

Discretionary Action Some experts w’ould prefer to grant the 
executive branch of the government the po^ver to alter tax rates 
and spending programs ivithout setting specific rules or guifles. 
While the advantage of this device is that it provides far greater 
freedom of action for compensatory budget policy, tliere is the real 
danger of vesting too much poiver in the executive’s hands. 

Whatever the administrative and political problems may be, it is 
clear that greater flexibility in the budget than is now provided by 
the existing automatic stabilizers is desirable. Whether these can 
be obtained is not now kno^vn. In any case, monetary policy is a far 
more flexible instrument than budget policy. It can be utilized to 
supplement budget policy in a frontal attack on tlie problem of 
economic stability. 

■ DEBT MANAGEMENT 

The fiscal policies of the government are determined 
in the flnal analysis by Congress in authorizing appropriations and 
legislating taxes. While the size of the cash surplus or deficit is a 
result of Congressional action, the Treasury has some discretionary 
authority over the way it handles the deficit or surplus. The Treas- 
ury must finance a deficit somehow. It can do this in two ways: it 
may draw on the general fund, or it may add to the gross debt. 
Conversely, a cash surplus yields funds that can be used to replenish 
the general fund or can be used to reduce the gross debt. A reduction 
in the general fund held in tasli or ^vith the Reserve banks increases 
the reserves of the banking system * and increases the public's money 
balances. An increase in the general fund held in cash or with the 
Reserve banks decreases bank reserves ‘ and decreases the public’s 
money balances. 

If we assume the Treasury cash surplus or deficit affects only the 
gross public debt outstanding and does not result in any changes 

4 If the Treasury^! balances with commercial banka are reduced, bank reserves are 
unaHected. 

BIC the Treasury's balances with commercial banks are increased, bank leaerves 
are unaffected. 






SO 1932 1934 1936 I93S 1940 1942 1944 1946 1948 1950 

;; Data obtained from the Treasury Department. Source: Board of Caiamors of the Federal Reserve System. 
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in the general fund, the size of the national debt is merely the result 
of legislative action relative to expenditures and revenue. Neverthe- 
less the Treasury can wield a good deal of influence over private 
spending, saving, and investment by the manner in which this debt 
is managed— regardless of the size of the debt. 

FIGURE 25 


OWNERSHIP OF UNITED STATES GOVERNMENT SECURITIES 
(Treasury Department and Federal Reserve estimates) 



* Individuals, nonfinancial corporations, state and local governments, and miscel- 
laneous investors. 

Souacb; Board of Governors of the Fedeial Reserve System. 

In connection with financing a budgetary deficit the Treasury has 
discretionary authority over: (1) the source of borrowing, (2) the 
maturity of the indebtedness, (S) the rate of interest to be paid, and 
(4) the price policy to be permitted for the debt instruments. 
Figures 24 and 25 present the composition since 1929 and the owner- 
ship since 1919 of the United States Government debt. 

Before going on to discuss the economic implications of each of 
these problems, it is worth-while calling attention to the increasing 
importance of the public debt as an element of the economy over 
the last 25 years. In 1952 the public debt amounted to over $250 
billion and accounted for about one half of the total public and 
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private debt. Changes in the holdings of the public debt, its maturity 
distribution, and its interest charges might have far-reaching effects 
on the economy. In view of its repercussions on economic activity, 
it is essential that the management of the public debt is directed 
not merely to the financial requirements of the government but 
much more important to tlie effects of such management upon the 
entire economy. 

THE SOURCE OF BORROWING 

When the Treasury borrows funds, it may sell gov- 
ernment obligations to individuals (including nonfinancial corpora- 
tions and financial institutions other than banks), to commercial 
banks, and to the Reserve banks. 

Saies lo individuals. When the Treasury sells its obligations to 
individuals (as defined above), the latter pay for the debt instru- 
ments by dra^ving checks on their deposit accounts and turning 
them over to the Treasury, The latter redeposits them with com- 
mercial banks. This transaction simply reduces private deposits with 
commercial banks and increases government deposits with these 
institutions. When the Treasury shifts these deposits to its account 
with the Reserve bank, the commercial bank’s reserves are reduced. 
However, as the Treasury draws upon its accounts at the Reserve 
bank to meet its payments, the recipients of government cliecks 
deposit these with their bank. The result of this set of transactions 
is to restore bank reserves and demand deposits of individuals in 
commercial banks. Thus, reserves and deposits of commercial banks 
are not affected permanently. 

Sales to commercial banks. When the Treasury borrows by selling 
its securities to the commercial banks, an expansion of demand 
deposits occurs. Thus, the bank writes up deposits in favor of the 
Treasury. Since the deposit liabilities of the banks inorease, the 
legal reserve requirements of the banks are increased; this action 
reduces the banks’ excess reserves. When the Treasury shifts its 
deposits to the Reserve banks, the commercial banks’ reserves at the 
Reserve banks are reduced. As the Treasury makes payments, the 
recipients of the checks deposit tliem with commercial banks whose 
reserves are then restored. The result of this set of transactions 
is to increase the total deposits on the books of the banks and to 
reduce excess reserves of the banking system. The government debt 
is monetized, and the resulting deposits tend to remain on the books 
of the banks until the securities ai'e redeemed or until they are sold 
outside tlie commercial banking system. 
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Sales to the Reserve banks. When the Treasury sells securities 
directly to the Reserve banks, its deposits ^vith the latter increase. 
As tliese deposits are drawn do^vn, the recipients deposit the Treas- 
ury checks in their banks. The latter send the checks to the Reserve 
banks who credit the banks' reserve account. The result of this set 
of operations is to increase the demand deposits as well as the reserves 
of the commercial banks. These commercial bank deposits are likely 
to remain in existence as long as tlie Reserve banks continue to hold 
the government debt. 

Government Debt Retirement If the government accumulates 
a cash surplus (collects more than it spends) as a result of its current 
operations, the public ivrites checks against its accounts in payment 
of the tax bill. The Treasury deposits these checks in its account 
at the Reserve banks. The latter debit the reserves of the commercial 
banks and increase Treasury deposits with the Reserve banks. Thus, 
a cash surplus of the Treasury reduces the public's demand deposits 
and reduces the banks' reserves. However, if tlie Treasury uses its 
cash surplus to retire government debt instead of merely building 
up tlie general fund, the effects of this surplus ivill depend upon 
the oivnership of the securities at the time they are retired. 

We have seen that building up a Treasury cash surplus reduces 
demand deposits and bank reserves. If this surplus is used to retire 
debt held by individuals (as defined above), tliese groups receive a 
check on the Reserve bank which they deposit with the commercial 
bank; thus, private demand deposits increase. When the commercial 
bank sends the check to the Reserve bank for collection, the reserves 
of the commercial bank are increased. Thus the anti-inflationary 
effects of the cash surplus are eliminated. If the Treasury uses its 
cash surplus to retire debt held by the commercial banks, the reserves 
of the commercial banks are increased although the deposits, re- 
duced by payment of taxes, are not restored.'* If the cash surplus is 
used to retire debt held by the Reserve banks the fullest measure 
of anti-inflationary pressure resulting from a cash surplus is achieved. 
If the Treasury retires Reserve bank-held debt the government 
securities held by the Reserve bank are redeemed and the Treasury’s 
deposit at the bank is correspondingly reduced. The reduction in 
primary reserves and demand deposits of die commercial banks 
occasioned by the payment of taxes is permanent. 

Refunding of Government Bebt Even if the Treasury is not able 
to acquire a cash surplus, debt management may be utilized as an 
anti-inflationary tool. If the Treasury sells new securities and uses 

0 Actually the banks’ excess rcsen’es arc Increased since they no longer have as 
large a volume of deposits while their old quantity of reserves is restored. 
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may affect economic activity. The pattern of interest rates on long- 
and short-term debt was frozen at the time of Pearl Harbor. The 
rate structure was relatively low, and during the war stability of 
rates was maintained. This rate pattern was established for a variety 
of reasons. First, it ’would make carrying charges on the debt low. 
Second, the Treasury did not believe that a rise in interest rates 
during the war would enable it to sell a larger share of the debt to 
the nonbank public. Finally, the Treasury did not believe that a 
higher interest rate would encourage the nonbank public to hold 
its debt for longer periods. 

Since the end of the war the pattern of rates has been, adjusted; 
both long’ and short-term rates have been allmved to rise. Short-term 
rates were permitted to rise in an attempt to encourage banks to hold 
their short-term obligations rather than sell them to the Reserve 
banks and augment their reserves. The increase in short-term rates 
was also designed to encourage the nonbank public to hold on to 
their short-teim obligations rather than to sell them to the banks. 
Long-term rates were unfrozen in the spring of 1951 in order to 
encourage banks to, hold on to their long-term obligations as well as 
to discourage institutional investors from unloading their govern- 
ment debt. Thus, the rise in long-term rates was designed to put 
an end to monetization of the debt. In the main we have no precise 
data on the effect of interest rates upon the use ivhicli the public 
makes of its money balances. Nevertheless, interest rates have been 
permitted to lise in an attempt to encourage 'nonbank holders to 
acquire government debt. How effective this instrument is cannot 
be expressed in quantitative terms. 

THE PRICE POLICY PERMITTED FOR THE DEBT 

As long as a low and stable pattern of rates is main- 
tained, geneial instruments of monetary control cannot be exercised. 
At any time there is an approximate equality betiveen the yields 
fixed by the Treasury on its neiv offerings and market yields on 
comparable outstanding Treasury issues. The Treasury will not be 
able to sell its new issues at yields below current market yields on 
comparable issues, and it is not likely to offer significantly higher 
yields on the new issues. As long as the Treasury insists upon mainte- 
nance of price stability for outstanding issues, the Federal Reserve 
authorities make their general credit policies conform to the pattern 
of rates set by tlie Treasury. Since the decision to support a pattern 
of rates involves open-market purcliases the Reserve System is not 
in a position to pursue an anti-inflationary policy. However, if the 
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Federal Reserve autliorities maintain freedom of action in the pur- 
suit of credit policy, then the Treasury’s yields on new offerings 
are established by the general level of interest rates determined by 
the monetary authorities. During the war and most of the postwar 
years the prescription of stable government bond prices meant that 
the Reserve System was impotent to pursue a restrictive monetary 
policy. This had obvious effects upon economic activity— particularly 
u|x>n the level of commodity prices, which continued to rise. 

■ GOVERNMENT LENDING AGENCIES 

The federal government exercises control over the 
stock, availability, and cost of money through its supervision and 
examination of banks and the general controls exercised by the 
Federal Reserve System and the Treasury. In addition, however, the 
government has a substantial weapon to affect monetary develop- 
ments by virtue of the control it exercises over the activities of a 
large number of government corporations and agencies whidi make 
loans or insure and guarantee loans made by private financial insti- 
tutions. 

A large number of government corporations and agencies have 
independent responsibilities for making funds available to private 
borrowers. Congress has given some of these agencies and corpora- 
tions the power to m^ke loans while others liave been gi'anted powers 
to insure or guarantee loans made by banks and other financial 
institutions. A few of these organizations have the power both to 
make loans and to guarantee or insure loans made by financial insti- 
tutions. In some cases the loan or loan insurance functions are re- 
lated to some specific purpose such as aid to agi'icultuie, home- 
owners, and foreign countries. In other instances the functions per- 
formed by tliese agencies are designed to make credit available on 
risks and at terms not ordinarily accepted by private lenders. 

The specialized banking corporations and credit agencies of the 
federal government are found in virtually all fields of finance; in 
several areas these government institutions dominate the field. These 
agencies play an important role in influencing the supply, avail- 
ability, and cost of credit to private borrowers. Their outstanding 
loans or loan guarantees and insurance (domestic and foreign) 
amounted to over $38 billion in mid- 1951,’ The largest fraction of 
tliis amount was accounted for by home mortgage loans, most of 

T U. S. Congress Joint Committee on the Economic Report, Subcommittee on Gen- 
eral Credit Control and Debt Management, Replies to QuesHom and other Alatenalf 
82d Cong.. Sess. (1852), p 269. Known as the Patman Heanngs. 
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which had been extended by private lenders under guarantees or 
insurance of the Federal Housing Administration and the Veterans' 
Administration. Foreign loans and various types of credit extended 
to fanners accounted for most of the remainder. Table 56 deals only 
with the outstanding loans of federal lending agencies at the end 
of 1951. 

Of the lending, insuring, and guaranteeing corporations and 
agencies of the federal government, only one gioup— that dealing 
with farm loans^existed before 1932. The great decline in income 
between 1929 and 1932 impaired the ability of debtors to pay off 
their debts. Banks and other creditors could not collect from many 
of the debtors, and the banks in particular were forced to suspend 
convertibility of demand deposits into cash. Chiefly in the hope 
of arresting the banking crisis the federal government set up the 
Reconstruction Finance Corporation early in 1 932. This government 
financial corporation aimed initially to aid the banks directly by 
making loans to them; indirectly it aided banks by extending loans 
to railroads, many of whose bonds were threatened with default and 
were held by financial institutions. 

During the worst yeais of the depression a very large proportion 
of mortgage debtors were in default. Banks and ocher financial 
institutions holding these mortgages tried to protect themselves by 
foreclosing the mortgages. The result was great hardship to the 
mortgage debtors (formers and homeowners) but very little help to 
financial institutions since the forced sales of property aggravated 
the declines in prices and income throughout the economy. In 1933 
and 1934 the federal government stepped in, taking over ownership 
of billions of dollars of defaulted mortgageS'-giving banks and other 
creditors government bonds in exchange. This action was accom- 
plished through the expanded farm loan agencies and the creation 
of new agencies to deal with homeowner mortgages. 

The direct lending activities of the government corporations and 
agencies were utilized during the depression of the 1930’s to provide 
funds to borrowers who were unable to obtain these funds horn 
private financial institutions, particularly banks. These lending 
agencies, besides borrowing from the Treasury, issue securities which 
are direct obligations of or arc guaranteed by the federal govern- 
ment. The securities, in turn, were sold to investors who would not 
purchase private evidences of debt because of the general pessimism 
prevailing during the depression. Since banks bought many of the 
securities which were issued, the result of this procedure was to 
increase the monetary stock of the countty. In a very real sense 
governmental lending of borrowed funds is one form o£ deficit 
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financing by the government. Deficit financing increased the demand 
for funds from banks. Insofar as it led to an increase in economic 
activity, the deficit may have stimulated private demand for loan 
funds from financial institutions. Moreover by expanding economic 
activity the government lending may have served to encourage banks 
to increase the amount of loans they were willing to make to private 
customers. Another aspect of the government loan program was that 
it pointed out some loan opportunities which were neglected by 
private credit institutions. 

It is reasonably clear that the intent of the government insurance 
and guarantee program is not to displace banks as lenders but to 
increase the over-all volume of bank lending by making private 
debts more attractive to lenders by virtue of government guarantee 
or insurance of all or part of the debt. These cecliniques affect the 
stock of money by encouraging or discouraging lending by private 
institutions, particularly commercial banks. 

In carrying out their functions the federal lending and guarantee- 
ing corporations and agencies do not have responsibility for the 
general monetary and credit situation. Their purpose, interests, and 
activities reflect mandates and powers given by Congiess. In view 
of the magnitude of their operations, these corporations and agencies 
exert a substantial influence on the level of economic activity. By 
lending and guaranteeing loans on liberal terms during periods of 
depression and by following restrictive policies during periods of 
high employment and rising prices, they can assist monetary and 
fiscal policies designed to acliieve general economic stability. By 
pursuing liberal lending and guaranteeing policies at all times tliey 
may contribute to economic instability and partially defeat appro- 
priate monetary and fiscal policies. 

At the present time there are no effective arrangements for co- 
operation betiveen the Reserve System and the Treasury and these 
federal lending and guaranteeing agencies and corporations. Thus, 
general monetary policy in a particular field may be offset by the 
activities of the government agencies in encouraging or discouraging 
capital formation in that field. This conflict has been true in several 
areaS“Of which by far the most important has been housing— 
throughout most of the postwar period. It would have been indeed 
contradictory (and futile) to have endeavored to reduce the volume 
of new home construction by restrictive monetary policy while at 
the same time encouraging it by direct aids. 
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■ RELATION BETWEEN THE CENTRAL BANK AND THE 
TREASURY 


The literature of economics abounds ivith discussions 
as to the "proper” status of the monetary authority (the central 
bank) relative to the fiscal authority (the Treasury). In its narrowest 
sense the function of the Treasury is the raising oC the revenue 
needed for government operation, ^vhile the central bank’s function 
is to piomote monetary stability. The battle over the proper relation 
betireen the central bank and the Treasuiy arises from the fear— 
based upon substantial historical evidence— that if the central bank 
is subordinate to the Treasury the result tvill be secular inflation. 
In many quarters it is believed that left to its own devices the 
Treasury would resort to the politically expedient device of financ- 
ing expenditures by credit creation. The presence of a strong "inde- 
pendent" central bank charged ivith and exercising the responsibility 
of monetaiy stability, it is argued, could prevent the Treasury from 
pursuing a course of action designed to minimize the cost of financ- 
ing deflcits of the government. 

The traditional position in the United States has been that the 
poiver and responsibility for monetary policy should be lodged in 
an "independent” Federal Reserve System irhich is accountable to 
Congress but should not be responsible to die executive branch of 
the government. In 1913 when the Federal Reserve Act was debated, 
many bankers proposed that the Board should be independent of 
the government and the member banks should select the Board 
members. President Wilson ivas able to ivin his point that the Board 
sJiould be appointed by the President. It ivas further provided tliat 
the Secretary of the Treasury and the Comptroller of the Currency 
should be ex-ofllcio members of the Board. In order to assure mainte- 
nance of the Board’s independence from the executive branch, in 
1935 these ex-officio members were diopped, and the Board members 
were given 14-year terms of office. 

The Reserve authorities are diaiged with responsibility for mone- 
tary policy, but the power and responsibility for debt management 
is delegated by Congi*ess to the Treasury department. It is unrealistic 
to assert that monetary policy formulation rests widi the Board and 
poivers of debt management are lodged ^vith the Treasury. The 
Board has ahvays exercised an influence on debt management 
tlirough its general monetary policies and in the war and postwar 
years at least, monetary management has been an integral part of 
debt management. While the Treasury has monetory control powers 
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o£ its own, it has exercised its greatest influence on monetary policy 
through its debt management powers. 

By virtue of its tremendous size the management of the debt has 
become one of the major elements affecting economic stability in 
our country. In view of the ambiguity and overlapping of responsi- 
bility for monetary policy and debt management a host of proposals 
for overhauling our (inancial machinery have been forthcoming in 
recent years. 

The problem at issue has been clearly stated by the so-called 
Douglas Report as follows: " 

As a piactical mattei there will be at any time an approximate equality 
between the yields fixed by tlie Treasury on its new offerings and the 
market yields on comparable outstanding Ticasury issues, the latter re- 
flecting the general monetary policy being followed by the Federal 
Reserve. The Treasury will not be able to sell its new issues at yields 
below tile market yields on comparable issues already outstanding, and 
it is not likely to offer significantly higher yields on the new issues. But 
who determines the levels at which the yields on die outstanding and 
new issues will be equalized— the Federal Reserve or the Treasury? 

The proposals for altering the division of authority and respon- 
sibility for monetary and debt management in the interest of secur- 
ing more appropriate policies have been legion. 

On the one hand, some persons propose that all debt management 
and monetary powers be lodged in the Treasury. A strong case can 
be made for this position on the grounds that it would place the 
responsibility for monetary and fiscal matters squarely in the lap 
of the Treasury. The great disadvantage of such a proposal lies in 
the fact that, at least historically. Treasuries have been rather zealous 
in their pursuit of easy money. The huge debt in this country means 
that an easy-money policy would make the technical problem of 
debt management easier. In the final analysis the rightness or wrong- 
ness of these positions depends on one's judgments about matters 
which are not easily verifiable for the future. 

At the other extreme are those proposals that would permit the 
cential bank to be separate from the Treasury to provide a point 
of view which is detached from the Treasury’s fiscal responsibilities. 
By virtue of tliis independence the central bank could make judg- 
ments specifically oriented toward the maintenance of high levels 
of economic and financial stability. Complete separation which 
would enable the central bank to negate Treasury operating policies 

8U. S. Congress, Joint Committee on the Economic Report, Subcommittee on 
Monetary, Credit and Fiscal Policies, Reporl, Slst Cong'., 1st Sess. (2950), p, 
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would probably be intolerable. In effect one possible interpretation 
of the Douglas subcommittee’s report which recommended that 
Congress require that "Treasury actions relative to money, credit 
and transactions in the Federal debt shall be made consistent with 
the policies of the Federal Reserve" is that the Reserve System would 
dominate the Treasury. 

Neither the so-called Douglas subcommittee nor the so-called 
Patman subcommittee would create a central bank independent of 
the government." The meaningful choice of institutional arrange- 
ment appears to lie between a consolidation of monetary fiscal and 
debt management potvcrs in the Treasury and the creation of a 
Federal Reserve System which is responsible to tlie legislature and/or 
the executive but is independent of the Treasury. 

As long as a central bank is to be maintained, it is imperative 
that independence from the Treasury should be assured. Othenvise 
there is nothing to be gained from a central bank. In fact, this 
presence of dual organizations where the central bank is dominated 
by the Treasury invites conflict, indecision, and, in general, a failure 
to pm sue successfully any given policy. 

Both the Douglas subcommittee and the Patman subcommittee 
urge the creation of some sort of national monetary and credit 
council which would include the Secretary of the Treasury, the 
Comptroller of the Currency, the Chairman of the FDIC, the Cliair- 
man of the Board of Governors of the Federal Reserve System, and 
the heads of other principal federal agencies tliat lend and guarantee 
loans. This body would serve as a consultive organization and would 
report periodically to Congress. 

Such a council could serve a useful purpose in coordinating the 
diffuse monetary and fiscal policies exercised by the multitude of 
agencies and organizations noiv charged ivith responsibility for ex- 
ecuting these powers. The real question of its success depends in 
the final analysis upon a decision as to ivhether the Reserve System 
shall be independent of the Treasury tliough responsible to tlie 
government. 

QUEST/ONS AND PROBLEMS 

1. At the close of 1936 the Treasury announced a policy of sterilizing 

gold imports. 

a. Explain tlie technical means by whicli the policy was carried out. 

b. Just what effect did the policy have upon bank reserves? 

0 See U. S. Congress, Joint Committee on the Economic Report, Subcommittee on 
General Credit Control and Debt Management, Report^ 82d Cong, 2d Sess. (1952), p. 4. 
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2. Trace the effect on bank reserves of: 

a. Treasury purchase of domestic silver and issue of silver certificates 
for the cost of the silver, 

b. Retirement of national bank notes. 

3. In connection with European monetary stabilization after World 

War 1 a balanced budget was regarded as a basic prerequisite. 

a. Does this mean that an unbalanced budget can never contribute 
to economic stability? 

b. In analyzing the contribution to stability to be made by any par* 
ticular budget, how important is it to consider the source of revenue 
as well as the over-all amount collected? 

4« a. To what extent does the present American federal tax system pro- 
vide built-in flexibility that automatically contributes to stabilit)'? 

b. To what extent do expenditures possess built-in flexibility that 
automatically contributes to stability? 

c. Should not the fiscal authorities be vested with the same admin- 
istrative discretion as is possessed by the monetary authorities? 

5. a. Governments in wartime emphasize sale of their obligations as far 

as possible to others tlian commercial banks. Show why, tracing 
the effect of sale to each of die two classes of purchasers. 

b. Does sale to a Federal Reserve bank have an effect different from 
that due to sale to a commercial bank? Is your answer the same 
irrespective of whether or not the Federal Reserve bank is pursuing 
a policy of supporting the price of United States Government 
obligations? 

6. a. The Treasury has a surplus which it wishes to apply to debt retire- 

ment. By tracing the effects in each case, compare the relative 
merits of retiring debt held by individuals, commercial banks and 
Reserve banks. 

b. What are the advantages and disadvantages to the Treasury of hav- 
ing the government debt in long-term in contrast to short-term 
form? 

7. a. How did the Federal Reserve banks aid die Treasury in maintain- 

ing the rate structure--% percent on 90-day bills, % percent on 
l-year certificates, 2 percent on 10-year and 2% percent on 25-ycar 
bonds-^that prevailed during and after World Wazi-II? 

b. Was there as much justification for maintaining, this structure after 
hosdlities ceased as existed during the war? Cite advantages and 
disadvantages during each period. 

8. a. Do you believe that the operations of the government lending (and 

insuring or guaranteeing) agencies as a class promoted economic 
stability? Have you any suggestions for im][}rovement? 

b. What do you regard as the proper relation pf the Treasury to the 
Reserve banks? 
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9. Indicate in the appropriate columns to the right the probable immedi- 
ate consequences of the actions indicated in the statements to the left. 
Use + (increase), — (decrease) and =? (no change). 



Amount of 
reserves 
of Federal 
Reserve 
banks 

Amount of 
reserves 
of member 
banks 

Reserve 
ratio of 
member 
banks 

Amount of 
deposits 
of member 
banks 

a. A run on the banks because of 
fear of their solvency. 





b. A sale of government bonds by 
the Federal Reserve banks to 
member banks. 





c A transfer of funds by the federal 
Trcasuiy from the Federal Re- 
serve banks to the member banks. 

i 




d. A sale of bonds by the govern- 
ment to the member banib. 





e. A purchase of gold by the gov- 
ernment from gold miners. 





f. An excess of receipts over expend- 
itures by the fedmal government, 
and the use of the surplus for the 
retirement of government bonds 
held by 

(1) the member banks. 





(2) the Reserve banks. 





g. An excess as in f and the accumu- 
lation of Uie excess in deposits to 
the credit of the government m 
the Reserve banks. 





h. A decrease (both absolute and 
relative to deposits) in the use of 
hand-to-hand currency. 





i. An increase in the velocity of cii^ 
cuiation of hand-to-hand cur- 
rency and deposits. 






If you think there are ambiguities or uncertainties in die above cases, 
explain. 
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APPBNDiX I 


THE FACTORS AFFECTING BANK RESERVES 

The prime determinant of the monetary stock is tlie earning assets 
of the commercial banks. Under present statutes the maximum volume of 
bank credit available in this country is limited to a multiple of the 
volume of funds which may be used as bank reserves. Thus, the banks* 
cash assets or reserves place a ceiling over the amount of deposits the 
banks can create in paying for their earning assets. The principal reserve 
item of the commercial banking system is a deposit credit with the 
Federal Reserve banks. The only funds which may be used for deposit 
in Reserve banks are gold. Treasury currency, Federal Reserve bank 
credit, and any assets which may be converted readily into these items. 
Thus, the term reserve fund refers to these three classes of items. 

The ability of member banks to make loam and investments and their 
willingness or unwillingness to make them are induenced by (a) whether 
or not the banks have reserves or can acquire them and (b) the method 
through which these reserves are acquired. By observing two figures one 
can learn easily the reserve position of all member banks and in many 
respects can obtain knowledge of the relationship between the supply 
and use of bank credit. These figures are (I) the volume of excess reserves 
of member banks, that is, tlie amount of deposits of member banks in 
Federal Reserve banks which is in excess of that required by law, and 
(2) the volume of loans and discounts of Reserve banks to member banks. 

Excess reserves surest the volume of bank credit which member banks 
may extend without incurring a reserve deficiency, while the volume of 
loans and discounts of member banks with the Reserve bank shows the 
extent to which member banks are using Reserve bank credit to meet 
demands of their customers. There has been a definite relationship 
between changes in supply and use of reserve funds and competitive 
interest rates, particularly rates in the short-term money market. When 
a shortage of supply of reserve funds is met by member banks discounting 
with Reserve banks, interest rates tend to increase. When excess reserves 
persist, interest rates tend to decline and remain at Imv levels. Study of 
changes in interest rates and the availability of credit, therefore, is essen- 
tially a matter of observing the supply and use of reserve funds of banks. 

By presenting a balanced statement showing the various currency and 
banking elements that influence or correspond to increases or decreases 
in the supply and use of member bank reserves, the Federal Reserve 
authorities have developed a device to enable them to make decisions 
on credit policy. The balanced statement is taken from the statement 
of condition of the twelve Federal Reserve banks and the United States 
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Treasury statement of circulation of United States money. The circula- 
tion statement of the Treasury is needed since the Treasury has im- 
portant currency and credit functions that aifect the volume of member 
bank reserves. 

A detailed breakdown of the factors affecting the supply and use of 
reserve funds is found in Table 87, These are portrayed graphically in 

TABLE 37 

SUPPLY AND USE OF RESERVE FUNDS 


Factors Supplying Reserve Funds 

1. Reserve bank aedit 

A. Hiiis discounted 

B. Bills bought (acceptances 
purchased) 

C. Industrial advances (loans) 

D. United States Government 
securities 

£. Other Reserve bank credit 

2. Monetary gold stock 

3. Treasury currency outstanding 


Factors Using Reserve Funds 

1. Money in circulation 

2. Treasury cash holdings 

3. Treasury deposits with Reserve 
banks 

4. Nonmember bank deposits with 
Reserve banks 

5. Other Federal Reserve accounts 

6. Member bank reserve balances 


Figure 26. Since we have examined in detail in Chapters 14 and 13 
how each of these items operates to alter the reserve position of the 
member banks, only brief reference will be made to these transactions 
in the following section. 

Figures showing the supply and use of reserve funds as of Wednesday 
of every week are publidied in the financial sections of leading news- 
papers every Friday. The figures are not published in as great detail as 
the items listed in Table 37; the summarized weekly figures on the sup- 
ply and use of member bank reserve funds on July 2, 1952, are repro- 
duced in Table 38, page 400. 

The data in Table 38 provide the basic materials for analyzing mone- 
tary policy. The pressures on commercial banks' reserves arise from vari- 
ous sources. The central bank brings pressure through the items that 
appear under the caption “Reserve bank credit outstanding." The com- 
mercial banks as a group attempt to alter their reserve position by selling 
earning assets to the Reserve banks, which appear under Reserve bank 
credit outstanding. The Treasury exerts its influence over bank reserves 
through variations in Treasury currency outstanding. Treasury cash 
holdings, and Treasury deposits with the Reserve banks. The public 
affects the stock of money by its decision to draw airrency into circulation 
or to return it. The foreign exchange market alters our bank reserves 
witli its imports or exports of gold. Other operations of the Reserve 
system also affect the banks' reserve position. In addition, the data on 
the supply and use of bank reserves are Important because they show the 
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MEMBER BANK RESERVES AND RELATED ITEMS 
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Sourcf: Board of Governors of the Federal Reserve 5>ateiii 
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TABLE 38 


SUPPLY AND USE OF RESERVE FUNDS, JULY 2, 1952 
(In millions of dollars) 


Supply 

1. Federal Reserve bank 

credit outstanding $24,155 

2. Gold stock 23,346 

8. Treasury currency out- 
standing 4,755 


$52,256 


Use 


Money in circulation 

$29,180 

Treasury cash 

Tieasury deposits in 

1,277 

Reserve banks 

90 

Nonmembei* deposits 
Other Federal Reserve 

760 

accounts 

Member bank reserve 

798 

balances 

20,153 

$52,258 


Note: Totals do not balance due to roimdmg. 

Source: Federal Reserve Bulletin* 

amount of potential aedit which can be extended by the member banks 
at that time, 

The signiBcance of the supply and use of reserve funds grows when 
the figures for one date are compared with those of another. By studying 
changes in underlying monetary conditions on different dates we can 
examine the influence of these figures as they affect member bank reserve 
funds. For example, inoreases in the monetary gold stock, Reserve bank 
credit, and Treasury currency increase reserve balances while decreases 
in these items decrease reserves. Conversely, increases in money in circu- 
lation, Treasury cash and Tieasm 7 deposits with Reserve banks, non- 
member bank deposits with Reserve banks, and other Federal Reserve 
accounts reduce member bank reserves; decreases in these items expand 
the reserves of member banks. 

Before discussing the method of comparing underlying monetary con- 
ditions on different dates we shall undertake by way of revie\^ a brief 
explanation of each item which gives rise to funds which banks may 
use to establish reserves and each item showing the use being made of 
these reserve funds. 

FACTORS SUPPLYING RESERVE FUNDS 
1. Reserve Bank Credit. 

Represents principally the loans and investments of the Reserve banks. 

A, Bills discounted. ' 

Represents discounts for and advances to member banks and non- 
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member banks which borrow in order to maintain adequate re- 
serves against deposit liabilities. At times this item also includes 
loans on gold to foreign central banks, advances to Federal Inter- 
mediate Credit Banks, or advances to individuals, partnerships, and 
corporations. 

B. Bills Bought (Acceptances Purchased). 

Represents bankers' and trade acceptances purchased by the Re- 
sen'e banks from bill dealers or banks either outright or under 
resale agreement and acceptances payable in foreign currencies 
purchased from foreign central banks and guaranteed’ by them. 

As we saw earlier Reserve banks generally purchase all bills of 
satisfactory quality oiffered at their established buying rate. This 
rate is made lower than the market rate if the Reserve autliorities 
want to encourage sale of bills to them and made higher than die 
market rate if they want to discourage sales to them. 

C. Industrial Advances (Loans). 

Represent advances made to business directly by Reserve banks 
under Section ISb of die Reserve Act. These advances have the 
effect of supplying member banks with reserve funds since the 
business concern deposits the check on the Reserve bank with a 
commercial bank which thereby acquires a claim against the Re- 
serve bank. 

D. United States Government Securities. 

Government securities are purchased by the Reserve banks in the 
open market upon their own initiative. Since 1922 these securities 
are held in the System's investment account participated in by all 
Reserve banks. Purchases may be made for the purpose of supply- 
ing needed reserve funds to member banks or in order to maintain 
an orderly market for government securities (in whidi case member 
banks reserves are inaeased too). 

£. Other Reserve Bank Credit. 

This item is a catch-all and includes: 

(1) Funds held on deposit in foreign banks. 

(2) Other securities such as Federal Intel mediate Credit Bank 
Debentures, municipal warrants, etc., owned by Reserve banks. 

(3) Federal Reserve bank Boat. This item represents transit items 
that are credited to the account of the depositing bank prior 
to actual collection by the Reserve bank. An increase in float 
increases reserves of the banking system. 

2. Gold Stock. 

Gold has been the most important factor influencing reserves and 
bon'owings of member banks over extended periods of time. The gold 
stock includes only gold held by the Treasury since the Gold Reserve 
Act of January 30, 1934, makes it illegal for anyone else to hold gold. 

3. Treasury Currency. 

Changes in Treasury currency have the same effects on bank reserves 
and borrowing as changes in the gold stock. Treasury currency repre- 
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scnts the stock o£ money for which the Treasury is primarily responsi- 
ble and includes: standard silver dollars, that part of the silver bullion 
which is pledged against silver certificates and Treasury notes of 1890 
outstanding, subsidiary silver and minor coin. United States notes, 
and those national bank notes and Federal Reserve bank notes for the 
retirement of which funds have been deposited with the Treasurer 
of the United States; Treasury currency does not include Federal 
Reserve notes, gold coin, and gold certificates. Treasury currency out- 
standing includes the above currencies held in the Treasury and in 
the Federal Reserve banks as well as in circulation. 

FACTORS USING RESERVE FUNDS 

1. Money in Circulation. 

Since member banks obtain money to hold or pay out to customers 
by drawing on their reserve balances, increases in money in circula- 
tion (all kinds of United States money outside the Reserve banks and 
the Treasui*y) cause corresponding decreases in reserve balances, and 
decreases in money in ciiailation have the opposite effect. 

Changes in currency in circulation reflect the demands of the public 
for cash money, principally for cunent payments and at times for the 
holding of savings. Since cunency in circulation generally shows wide 
seasonal variations it has an important influence on short-run changes 
in bank reserves. The increase in currency in circulation especially 
since 1933 has absorbed a substantial amount of bank reserves. 

2. Treasury Cash and Treasury Deposits with Federal Reserve Banks. 
These items represent tlie funds whicli the Treasury has at its disposal 
without drawing on its balances with depository banks. When tlie 
Treasury builds up its cash or its deposit balances witli the Reserve 
banks by obtaining funds through taxes or borrowing (from eitlier the 
public or the banks), bank reserves are reduced. When the Treasury 
spends these funds, tlie reserves of the banks are increased. In view 
of irregular Treasury receipts accompanied by more regular and 
gradual variations in expenditures fluctuations in Treasury cash and 
Treasury deposits have been sharp-thereby leading to sharp changes 
in bank reserves. Treasury cash includes: 

A. Gold bullion against which gold certificates have not been issued 

B. Silver bullion which is not held against silver certificates issued or 
against Treasury notes of 1890. 

C. Minor coin and airrency held in tlie Treasury. 

Treasury deposits with Reserve banks represent tlie general account 
of the United Static Treasurer with the Reserve banks. The account 
maintained by the Treasury at the Reserve banks for the Stabilization 
Fund is included in nonmember deposits. 

3. Nonmember Deposits. 

Represents all deposits with the Reserve banks other than the general 
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account o£ the United States Treasurer and member bank reserxe 
balances. It includes; 

A. Deposits of nonmember banks~mostly clearing balances. 

B. Deposits of foreign central banks and governments. 

C. Reserve bank officers’ checks. 

D. The Stabilization Pund. 

Increases in these items are reflected in decreases in reserve balances 
unless offset by other factors. 

4. Other Federal Reserve Accounts. 

This item is derived by adding: 

A. Capital. 

B. Surplus. 

C. Otlier capital accounts. 

D. Other liabilities, 
and subtracting: 

A. Bank premises. 

B. Other assets. 

Increases in this item represent withdrawal of funds from the market 
by the Reserve banks. 

5. Member Bank Reserve Balances. 

This item represents reserve balances held by the member banks at 
Reserve banks. Since the Reserve bank condition statement does not 
report the reserve balances broken down into lequired and excess 
reserves, the data must be obtained from member bank leports of their 
deposit liabilities. 

In reviewing conditions which give rise either to excess reserves or 
cause member banks to borrow, the use of the tables on Supply and 
Use of Reserve Funds is extremely helpful. It shows the volume of re- 
serve funds and how they are being used. By comparing the data as of 
one date with those of another an extremely clear picture of a wide 
variety of trends in underlying monetary conditions may be observed. 

Table 39 shows tite supply and use of reserve funds at the end of 
1933 and 1940 and as of June 28, 1950, and tlic end of 1950. It presents 
an excellent panorama of monetary changes during these two periods. 

A few significant changes in monetary conditions between 1933 and 
1940 as revealed by Table 39 are noted. 

1. The thirties will go down in history as the decade of unprecedented 
gold movements to the United States. Movements of gold to this 
country resulted in part from inceimational conditions and in part 
from governmental policies. In January 1934 the value of an ounce 
of gold was increased from $20.67 to $35. 

2. The gradual inci*ease in Treasury airrency outstanding is largely 
tlie result of the government's silver purchase program launched in 
1934. 

3. Reserve bank credit actually declined slightly and thereby kept the 
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increase in member bank reserves permitted by the factors supplying 
reserve funds to about $18.3 billion. 

4. Money in circulation increased and reduced reserves by $3.2 billion. 
Had ^ere been no increase in reserves, this movement would have 
caused tightening of money rates. 

5. Other items whicli reduced bank reserves increased during this 
period. Despite this member bank reserve balances increased by 
about $11.3 billion. 

6. Excess reserves rose by $5.8 billion and at the end of 1940 amounted 
to $6,6 billion— a figure never before attained in the history of the 
Reserve System. 

The changes in monetary conditions between June 1950 and December 
1950 are shown also because they point up the effects of the bond support 
program in tieing the hands of the Reserve authorities in their attempt 
to control tlie post'Korea inflation. Despite a decrease in the monetary 
gold stock and an increase in money in circulation, both of which led 
to a decrease in reserve balances of some $2.3 billion, purchases of govern- 
ment securities by the Reser\'e banks added more than this amount to 
bank reserves. The enhanced bank reserves enabled the banking system 
to continue to make loans and investments, thereby writing up deposits 
and adding to the inflationary pressures. 


APPeNDJX 2 


THE MONETARY STOCK OF THE UNITED STATES ‘ 


The nation’s monetary stock originates in three sectors which comprise 
the monetary system. These sectors are (1) the commercial banks, (2) the 
Federal Reserve banks, and (3) the Treasury. Each part oE the monetary 
system can be described by its balance sheet which is arranged as follows: 

Assets = Liabilities + Capital Accounts 

The assets consist of cash assets that can be used to pay off debts, and 
earning assets that yield income. The gioss liabilities of the monetary 
system consist of (1) gross monetary liabilities (fixed-price debts generally 
accepted as a means of payment), (2) all nonmonetary liabilities (liabilities 
which are not fixed-price debts or are not generally accepted as a means 
of payment ^), and (3) capital accounts. The nonmonetary liabilities (all 
debts which are not botli fixed in price and widely accepted as means 
of payment) and the capital accounts (claims of stockholders to the 
residue of assets after the creditors' claims are paid off) repi'esent claims 
on the monetary system which cannot be used as means of payment. 

Subtracting nonmonetary liabilities and capital accounts from the gross 
liabilities yields a figure which represents gross monetary liabilities. Debts 
oived by one sector of tlie monetary system to another pait (intrasystem 
monetary .liabilities) are not available to persons and firms outside the 
monetary system as means of payment. The net monetary liabilities of 
the monetary system represent the nation’s monetary stock; tlie figure 
for the monetary stock is obtained by deducting intrasystem liabilities 
from the gross monetary liabilities. 

1 Beginning with the June 1949 issue oE the Federal Reserve Bulletin the Federal 
Reseive S^'stcin presents a montlily consolidated balance sheet for the monetaiy system 
under the heading ‘'Consolidated Condition Statement for Banks and the Monctar) 
System.*’ The construction of the Federal Reserve series is explained in M. A. Copeland 
and D H. Brill, “Banking Assets and the Money Supply since 1929,” Federal Reserve 
Bulletin (January 1948). 

The Reserve System's sciles differs from the one presented here in several particulars 
First, it defines money to include time and savings deposits. .Second, it includes mutual 
savings hanks, the Postal Saving .System, and the Excliangc Stabilization Fund as 
sectors of tlie monetary system. Third, it provides complete coverage of alt commercial 
banks whereas we include only the insured commercial banks for which complete data 
are readily available. Fourth, It classifies some minor accounts differently than is done 
in this presentation. 

The obligation of the authors for the treatment found in £ S Shaw, Money, Income 
and Monetary Policy (Chicago, 1950), Chaps. 2 and 3, Is gratefully acknowledged. 

sThe reader will recall that in Chapter 1, page 9ff., and in Copter 2, page 23 ff.; 
an explanation was given for exdudlng lime deposits (^ed-prlce debts) from the stock 
of money. 
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The monetary equation for each sector of the monetary system can be 
stated as follows: 


Monetary Liabilities » 


Cash Assets 

+ 

Earning Assets^ 


Intrasystem Monetary’ 
Liabilities 
+ 

All Nonmonetary 
Liabilities 
* 4 " 

Capital Accounts 


In Older to obtain a measure of the nation’s stock of money at a given 
moment of time, it is necessary to select from each of the three sectors 
only those liabilities which consist of fixed-price debts generally accept- 
able as means of payment and are owed to persons or firms outside the 
system. The total monetaiy liabilities of the three sectors will yield a 
figure for the total monetary stock. 

The stock of money (monetary liabilities) derived diffeis from the 
concept of "currency in circulation plus demand deposits adjusted" 
whidi has been used thus far in this book. There are three important 
differences between these two concepts. Our eailier definition involved 
some double counting. Gunency in circulation includes cuirency held 
by tlie commercial banks in their own vaults. We can deduct from cur- 
rency in circulation the amount of Treasury currency and Federal Re- 
serve notes held by the commercial banks and get a figure for currency 
in circulation outside the banks which eliminates intrasystem assets and 
liabilities. The second factor of difference is that the nmv figure foi 
monetary liabilities (monetary stock) includes die balances of die govern- 
ment with commercial banks whereas "demand deposits—adjiwted,” ex- 
cludes these balances. Thirdly, government deposits with the Reseive 
banks together ivith deposits of foreign banks and other deposits with 
the Reserve banks are here also included as part of the stock of money. 
We assume that the United States Government bank balances, like money 
balances of the private sector of the economy, are potential sources of 
expenditures which have similar repercussions upon the economy as do 
piivate expenditures. Thus, there are peifectly valid reasons for extend- 
ing the definition of money to include these balances as well as those 
owed to foreigners who can use these balances to make payments in the 
United States.® 

In recent years attempts have been made to go beyond the mere sum- 
mation described above and to present monetary data for the system as 
a whole in the form of a single consolidated statement. As we shall see, 

3 Our figure for the monetary stock understates the moneiaiy stock because we 
liave dealt in Table '10 only with the insured commerddi hanks. We have excluded 
the uninsured commercial lianks and some savings banks which have demand Ualnllucs. 
'the onlv leason for this omission is the ready availability of complete balance ahwi 
{lata on insuied hanks wheieas data for the uninsured banks are difficult to obtain. 
The net monetary liabilitlos of the banka omitted from our tallies came to about 
$I.S billion at the end of IdSO. 
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such a statement provides a convenient framework within which the net 
results of changes which are continuously taking place mthin the system 
can be explained in quantitative terms. 

In order to derive a consolidated statement for the monetary system^ 
we shall first deal with the statement of each of the three sectors of the 
monetary system. These data are presented in Tables 40, 41, and 42. 

TABLE 40 

ASSETS AND LIABILITIES OF THE INSURED COMMERCIAL BANKS, 
DECEMBER 31, 1950 

(In billions of dollars) 




1. 

Cash 



a. Currency and coin 

$ 2,164.8 


b. Reserve with Reserve banks 

17,458.0 


c. Balance with banks in U. S. 

10,480.9 


d. Balances with banks in foreign countries 

142.3 


c. Cash items in process of collection 

9.618.5 

2. 

Investments 



a. Net worth in Reserve banka 

868.6 


b. All other investments 

72,329.4 

3. 

Loans (net) 



a, Loans to banks 

90.0 


b. All other loans 

51,718.6 


4. Other assets 


Total assets 

Liabilities and Capital Accounts 
I. Demand deposits 

a. Due to individuals, partnetships, and 


corporations $89,992.8 

b. Due to U. S. Government 2,794,0 

c. Due to state and local governments 7,915.9 

d Due to banks in foreign countries 1,442.4 


n. Certified and officers' checks, etc. 

Total demand liabilities 

III. Time deposits 

IV. Domestic interbank deposits 

V. Liabilities for bomowed money 
VI. Miscellaneous liabilities 
VII. Net worth 

Total liabilities and capital accounts 


$ 39.864.5 


73,198.0 


51,808.6 ' 

I 

1,920.6 ' 

$166,791.7 

l 

$102,145.1 ■ 


2,904.7 

$105,049.8 

36,462.3 

11,985.5 

87.1 

1,926.1 

11,280.9 

$166,791.7 
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ASSETS AND LIABILITIES OF THE FEDERAL RESERVE BANKS, 
DECEMBER 31, 1930 

(111 billions of dollars) 


Assets 


5. Cash 


$ 21,724.3 

a. Gold ccitificates reserves 

$21,437.6 


b. Other cash 

266.7 


6. Discounts and advances 


67,4 

7. Industrial loans 


2.5 

8. U. S. Government securities 


20,777.6 

9. Float 


1,368.4 

a. Uncollected items 

4,270.0 


b. Less deferred availability items 

2,901.6 


10. Federal Reserve notes of other Reserve banks 


170.1 

11. Miscellaneous assets 


160.4 

Total assets 


$ 44,270.7 

iJabiltlies and Capital Accounts 

VIII. Net issues of Fedeial Reserve notes (of 
which $1,840 are estimated to be in the 


commercial banks) “ 


$ 23, .5870 

IX. Deposits 


19,809..‘J 

a. Member banks’ reserve account 

$17,680.7 


b. U. S. Treasurer— general account 

668..I) 


c. Foreign deposits 

895.4 


d. Othet deposits 

564.9 


X. Other liabilities 


5.6 

XI. Net worth 


868.6 

Total liabilities and net worth 


$ 44,270.7 


n Federal Rescive notes in insured banks arc mLiniatcd on tlic assumption that 
these notes make up (he same proportion of insuied banks’ s'ault ca^ as they do ot 
total balances in cuiiency held by all commercial lianks and the public together. See 
E. S. Sliaw, Aloncy, /nconie and Monetary Poltcy (Chicago, 1930). p. 41. 

The data for the monetary accounts of the Treasury are restated since 
the presentation of Treasury statistics docs not conform to the standard 
asset and liability account. In Table 42 Tieasury currency outstanding 
lefeis to tire assets that the Treasury holds as backing for its currency 
outstanding. £very dollar outstanding is backed by a counterpart fund 
either in silver bullion in the Treasury vault or in the metallic content 
of the outstanding coins or in the Treasury’s own securities whicli serve 
as collateral for notes once issued by the Reserve banks or the national 
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TABLE 42 

MONETARY ACCOUNTS OF THE TREASURY, DECEMBER 31, 1950 
(In billions of dollais) 


Assets 


12. Monetary gold stock 


$ 22,706.0 

13. Treasury currency outstanding 


4,636.0 

Total 


$ 27.342.0 

Liabilities and Capital Accounts 


XII. Gold certificates in Reserve banks 


$ 21,458.0 

XIII. Treasury curiency in banks 


592.0 

a. In Reserve banks 

$ 267.0 


b. In commercial banks 

325.0 


XIV. Monetary liabilides of Treasury 


4,053.0 

a. Gold certificates 

40.0 


b. Treasury currency 

4,013.0 


XV. Treasury cash (net worth) 


1,239.0 

a. In gold 

1.208.0 


b. In Tieasury currency 

31.0 


Total 


$ 27,342.0 


banks. Treasury cash represents unissued asset values (sucli as silver 
bullion against which tlie full $1.29 of silver certificates per ounce per- 
mitted by law has not been issued) which are best thought of as represent- 
ing tire Treasury's net wortli in its monetary account. 

The inonetaiy liabilities of die commercial banks on December 31, 
1950, consisted of: 


I Demand deposits $102,145.1 

II Certified and officers' cliecks 2,904.7 

Gross monetary liabilities $105,049,8 

less 

1(e) Gash items in process of collection 9,618.5 

Net monetary liabilities $ 95,431.3 


The figure for gross demand deposits overstates die amount of demand 
deposits since it involves double counting. Checks diat are deposited by 
the payee in his bank swell the total of his deposit balance before they 
are paid by the bank on which the check is drawn and before the amount 
of die check is deducted from the deposit account of the writer of the 
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check. To eliminate this double counting, the cash items in process o£ 
collection are deducted from demand deposits. 

The gross nonmonetary liabilities of the commercial banks consist of 

III Time deposits $ 36,462.3 

IV Domestic interbank deposits 11.985.5 

V Liabilities for borrowed money 87.1 

VI Miscellaneous liabilities 1,926.1 

Gross nonmonetary liabilities $ 50,461.0 

To get a net flgurc we deduct: 

1(c) Balances with banks in U. S. $10,480.9 

3(a) Loans to banks 90.0 

Total 10,570.9 

Net nonmonetary liabilities $ 39,890.1 


Debts owed by one bank to another are intrasystem liabilities that 
would cancel out if tliere were only one large bank in the United States. 
The debts and corresponding claims do not net out to zero because our 
data cover only insured commercial banks, hence data for uninsured 
banks are not included. 

The net worth of the commercial banks is derived from: 

VII Net worth $ 11,280.9 

The net assets of the commercial banks are claims of the banks on 
other than domestic commercial banks. Net cash assets consist of the 
remaining cash assets as follows: 


1(a) Currency and coin $ 2,164.8 

1(b) Reserves with Reserve banks 17,458.0 

1(d) Balances with foreign banks 142.3 

Net cash assets $ 19,765.1 


Net earning assets of the commercial banks consist of the gross earning 
assets less interbank loans. Since interbank loans were deducted from 
gross nonmonetary liabilities to derive net nonmonetary liabilities we 
must also deduct them from the assets. Thus, 

I 


2 Investments $ 73,198.0 

3 Loans 51,808.6 

4 Miscellaneous assets 1,920.6 

Gross earning assets $126,927.2 

less 

3(a) Loans to banks 90.0 

Net earning assets |126, 837.2 
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Substituting the figures derived above in the monetary equation for 
the commercial banks our results are: 


Monetary Liabilities = 


Net Cash Assets 

+ 

Net Earning Assets 


"Net Nonmonetary 
Liabilities 
+ 

Net Worth 


or 


$95,431.3 r:: 

$19,765.1 1 

$39,890.1 

+ 


5126,837.21 

$11,280.9 


or 


59MS1.S = $146,602.3 - .551,171.0 == 595.431.3 


The monetary liabilities as of the Federal Reserve banks on December 
31, 1950, consisted of: 


VIII Net issues of Federal Reserve notes $ 23,587.0 

less 

10 Federal Reserve notes of other Reserve 

banks $ 170.1 

1(a) Federal Reserve notes in commercial 

banks 1,840.0 

2,010.1 


Federal Reserve notes outside Reserve 


and commercial banks 
plus 

IX(b) Deposits—U. S. Treasurer 
count 

(c) Foreign deposits 

(d) Other deposits 

Total monetary liabilities 


$ 21,576.9 

general ac* 

$ 668.5 

895.4 
564.9 

2,128.8 
$ 23,705.7 


Federal Reserve notes held by other Reserve banks and by commercial 
banks are deducted from net issues of Reserve notes in order to obtain 
a measure of Reserve notes outstanding in the hands of persons or firms 
other than the Reserve banks and the commercial banks. 

The nonmonetary liabilities consist of: 
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lX(a) Member banks' reserve account 
1(a) Reserve notes in commercial banks ^ 
X Other liabilities 


The net worth of the Reserve banks is dei ived from 
XI Net worth 

The cash assets are arrived at by adding the following: 


5(a) Gold certificate reserves 
5(b) Other cash 

Total cash assets 


521,457.6 

226.7 


The earning assets of the Reserve banks consist of; 


Rediscounts and advances 
Industrial loans 
U. S. Government securities 
Float 

Miscellaneous assets 
Total earning assets 


> 67.4 

2.5 
20,777.6 
1,368.4 
160.4 


$ 17.680.7 
1,8-10.0 
5.6 

S 19,526.3 


S 21,724.3 


§ 22,376.3 


By substituting the Bgures derived above into our monetary equation 
for the Reserve banks we get the following: 


Monetary Liabilities 


r Casl 

iabilities s= 

Earni 


Cash Assets 

+ 

Earning Assets 


"Nonmonetary Liabilities 

I 

' Net Woith 


$23,705.7 = 


521.724.3 

+ 

522.376.3 


519,526.3 

+ 

$ 868.6 


$23,705.7 = $44,100.6 - $20,394.9 = $23,705.7 

The Treasury’s monetary liabilities consist of a small amount of gold 
certificates and a larger amount of Treasury currency held outside the 
monetary system. 

The figure for gold certificates held outside die monetary system is 
obtained as follows: 


* See item VIII. 
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12 Monetary gold stock 
less 

Xll Gold certificates in Reserve banks 

$21,458.0 

$ 22,706.0 

XV(a) Treasury cash in gold 

1,208.0 

22,666.0 

Gold certiAcates 


$ 40.0 

Treasury currency held outside the monetary 
follows: 

system is 

derived as 

13 Treasury currency outstanding 
less 


$ 4,636.0 

XIII Treasury currency in banks 

$ 592.0 


XV(b) Treasury cash in currency 

31.0 

623.0 

Treasury currency 


$ 4,013.0 


Our next step Js to utilize the framework we have developed in order 
to derive a consolidated statement for the monetary system as a whole 
at the end of 1950. In essence, the procedure for consolidating the three 
sector balance sheets into one consolidated balance sheet can be sum- 
marized in conceptual terms as follows: 

1. Summating the gross liabilities for the three sectors yields total gross 
liabilities (including capital accounts). 

2. Some portion of total gross liabilities consists of items owed by one 
sector to another witliin the system. These items do not form part of 
tlie nation's monetary stock. The total of such intrasystem liabilities 
must be subtracted from the total gross liabilities in order to derive the 
total net liabilities including net capital accounts. 

S. The total net liabilities do not comprise the entire stock of money. 
Part of tlie net liabilities owed by the monetaiy system are not money 
as we have defined it. Time deposits owed to persons or Arms outside 
the system are a part of net liabilities yet they are not a part of monetary 
stock. In addition, the net capital accounts represent claims on tlie 
monetary system which are not a part of the monetary stock. Thus, the 
net liabilities can be divided into three categories: (a) net monetary 
liabilities, (b) nonmonetary liabilities and (c) net capital accounts. 

4. Summating the gross assets of the three sectors yields total gross 
assets. 

5. Total intrasystem liabilities are equal to total intrasystem assets 
since they appear as intrasystem liabilities in one balance sheet and as 
casli or earning assets in another. In summating the balance sheets of 
the thiee sectors the intrasystem assets and liabilities cancel each other. 

6. Part of the capital accounts are owed by one sector of the monetary 
system to another. For example, the capital stock of Federal Reserve 
Banks is owned by the member banks. Thus, intrasystem capital accounts 
appear as assets in one balance sheet and capital accounts in another. 
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In summating the sector balance sheets intrasystem assets and part of 
the capital accounts cancel out leaving net capital accounts owed to 
persons and Arms outside the monetary system. 

^Vhen the balance sheets for the three sectors arc merged, intrasystem 
assets and liabilities and capital accounts cancel out and the monetary 
equation for the system can be rewritten as follows: 


Monetary Liabilities = 


Net Cash 

r 

Assets 


+ 

, ^ < 

Net Earning 


Assets 



Other Liabilities 
+ 

Net Capital 
Accounts 


It will be recalled that Tables 40, 41, and 42 consisted of thirteen 
subitems among the assets and Aftecn subitems among the liabilities an<l 
capital accounts. In consolidating the accounts of the three sectors of 
the monetary system, intrasystem claims drop out. In ordci to aid the 
reader to follow the process of consolidating the balance sheets of each 
of the three sectors. Table 4S is included. The intrasystem assets arc 
deducted from the corresponding intrasystem liabilities and capital ac- 
counts. On the bottom of Table 4S the remaining items on the left side 
of the table represent net assets; the items on the right side of the table 
represent monetary liabilities, other liabilities, and net capital accounts. 

The remaining items on the bottom of Table 43 can be arranged in 
tabular form to correspond to our equation for the consolidated mone- 
tary system. This is done in Table 44. 

We can rewrite the items in Table 44 to conform to the monetary 
equation for the monetary system on December 31, 1930. Thus, 


Monetary Liabilities = 


Net Cash ' 
Assets 
+ 

Net Earning 
Assets 


Nonmonetary Liabilities 

+ 

Net Capital Accounts 


or 



$27,484.3 


[$40,051.0] 

$121,821.6 

+ 

, _ . 

+ 


1 $146,909.1] 


[$12, 519.9 J 


or 


$121,821.6 = $174,393.4 -- $52,670.9 = $121,822.5“ 

The virtue of die monetary equation for the United States lies in its 
usefulness in summarizing the myriad of factors affecting the size of the 
monetary stock in a few flgures. Thus, the monetary system was indebted 

B Totals do not balance due to rounding. 
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TABIX 43 

WORK SHEET FOR CONSOLIDATING THE ACCOUNTS FOR THE THREE 
sectors COMPRISING THE MONETARY SYSTEM, DECEMBER 31, 1950 


Jntiasysiem Assets 

1(a) Federal Reserve notes in commercial 


banks 

3 1.840.0 


10 Fedeial Reserve notes in other Reseive 

banks 

170.1 

3 2.010.1 

1(a) Treasury currency in commercial 

banks 


325.0 

1(b) Reserves witli Resei’ve banks 


17.458.0 

1(c) Balances with banks in U. S. 

310.480.9 


3(a) Loans to banks 

90.0 

10.570.9 

1(e) Casli items in process of collection 

.S 9,618.5 


9 Float 

1,368.4 

10,986.9 

2(a) Net worth in Reserve banks 


868.6 

5(a) Gold certiiicate reserves 


21.457.6 

5(b) Other cash 


266.7 

6 Discounts and advances 


67.4 

Net Assets 

1(d) Balances with banks abroad 


$ 142.3 

2(b) Investments 


72,329.4 

3(b) Loans 


51.718.6 

4 Otlier assets 


1.920.6 

7 Industrial loans 


2.5 

8 U. S. Government securities 


20,777.6 

1 1 Miscellaneous assets 


160.4 

12 Monetary gold stock 


22,706.0 

IS Treasury currency outstanding 


4,636.0 
$174,393.4 ' 
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TABLE 43 (Cont.) 


fnhasystem Liabilities and Capital Accouiits 


VIII 

Federal Reserve notes outstanding 

$ 23,587.0 



less 

2,010.1 

3 21,576.9 

XIII{b) Treasiuy cunency in coni'i banks 


325.0 

IX(a) Member bank reserve account 

S 17,680.7 



less 

17,458.0 

222.7 

IV 

Domestic interbank balances 

$ 11,985.5 



less 

10.570.9 

1,414.6 

1 

Demand deposits 3102,145.1 

Cert. & officers’ checks 2,004,7 



II 

$105,049.8 




less 

10,986.9 

94,062.9 

XI 

Net wortli in Reserve banks 


868.6 

XII 

Gold certificates in Reseive banks 


21,458.0 

XIII (a) Treasury currency in Reserve banks 


267.0 

V 

Liabilities , for borrowed money 

$ 87.1 



less 

67.4 

19.7 


Net Liabilities and Capital Accounts 


VIII 

F. R. notes outside monetary system 


$ 21,576.9 

IX (a) Net reserves of member banks 


222.7 

IV 

Net balances due banks 


1,414.6 

I&Il 

Net demand deposits 


94,062.9 

V 

Net liabilities for borrowed money 


19.7 

III 

Time deposits 


36,462.3 

VI 

Miscellaneous liabilities 


1,926.1 

VII 

Net worth-commercial banks 


11,280.9 

IX 

Deposits— U, S. Treasury 

$ 668.5 



Foreign deposits 

895.4 



Other deposits 

564.9 

2,128.8 

X 

Ocher liabilities 


5.6 

XV 

Treasury cash (net worth) 


1,239.0 

XIV 

Monetary liabilities of Tieasury 


4,053.0 




$174,392.5 


aOilTereace due to lounding. 



TABLE 44 

CONSOLIDATED ACCOUNT OF THE MONETARY SYSTEM, 
DECEMBER 31, 1950 


Monetary LtabtlUies 


VIII 

Currency 

Fedeial Reserve notes out- 



side tlie monetary system 

$21,576.9 

XIV 

Monetary liabilities of tlie 



Treasury 

4,053.0 

I&II 

Total currency 
Demand Deposits 

Monetary deposit liabili- 



ties of commercial banks 

$94,062.9 

IX(b,c,d) Monetary deposit liabili- 



ties of Reserve banks 

2,128.8 


$25,629.9 


1(d) 

Total deposit liabilities 

Total monetary liabilities 

Cash Assets 

Balances with banks abroad 

96.191.7 

$ 142.3 

12 

Monetary gold stock 

22,706.0 

IS 

Treasury currency outstanding 

4,636.0 

2(b) 

Net cash assets 

Earning Assets 

Investments 

§ 

$72,329.4 

8(b) 

Loans 

51,718.6 

4 

Other assets 

1,920.6 

7 

Industrial loans 

2.5 

B 

U. S. Government securities 

20,777.6 

11 

Miscellaneous assets 

160.4 

IX(a) 

Net earning assets 

Nonmonetary Liabilities 
Net reserves of member banks 

$ 222.7 

IV 

Net balances due banks 

1,414.6 

V 

Net liabilities for borrowed money 

19.7 

III 

Time deposits 

36,462.3 

VI 

Miscellaneous liabilities 

1,926.1 

X 

Other liabilities 

5.6 

VII 

Net Capital Accounts 
Net worth—commercial banks 

$11,280.9 

XV 

Treasury cash 

1,239.0 


$121,812.6 


$27,484.8 


$146,909.1 


$40,061.0 


$12,519.9 
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to the public on monetary liabilities because it bought cash and earning 
assets, and the public had not chosen to accept payment for assets entirely 
in nonmonetary liabilties and equities of the monetary system. 

The explanation of changes in the monetary stock can be examined 
by reference to expansive items which tend to increase the stock of money 
and contractive items which tend to decrease it. These items can be listed 
as follows; 

Expansive Items Contiactive Items 

1. Increases in cash assets 1. Decreases in cash assets 

2. Increases in earning assets 2. Decreases in earning assets 

S. Decreases in nonmonetary lia* S. Increases in nonmonetary liabil- 
bilities ities 

4. Decreases in net worth 4. Increases in net worth 

Thus, if the monetary authorities wish to increase the monetary stock 
they must operate to affect the expansive items. Contrariwise, if they 
wish to decrease the monetary stock they must work on the contractive 
items. 'While our tables have shown all the items affecting the monetary 
stock, it should be readily apparent that many of these items are small 
and do not show much variation over time. The important items are; 

1. Monetary gold stock. 

2. Treasury currency outstanding. 

3. Treasury cash. 

4. U. S. Government securities of Reserve banks. 

5. Investments of commercial banks. 

6. Loans of commercial banks. 

7. Time deposits of commercial banks. 

8. Net worth of commercial banks. 

Ordinarily an examination of tliese items is sufficient for the analysis 
of the stock of money outstanding at any one time or of changes in its 
size over a period of time. 

The consolidated statement for the monetary system provides us with 
data to measure the size of the monetary stock at any one time. Thus, 
we know diat the size of the monetary stock at a moment of time is 
explicable in terms of assets, nonmonetary liabilities, and net worth. 
By comparing financial statements for two dates we can measure the 
changes in the monetary stock and the factors that account for these 
changes in terms of changes in assets, nonmonetary liabilities and net 
worth. 

In Table 45 we undertake to analyze the factors that explain the 
increase in the monetary stock from 1949 to 1950. The increase in the 
monetary stock over this period is explained in large measure by the 
increased volume of bank loans and the substantial increase in Reserve 



TABLE 45 

MONETARY STOCK OF THE UNITED STATES, 1949-1960 





Change 1949-1950 




Expansive 

Contractive 


1949 

1950 

items 

items 


Monetary Stock 



Demand deposits 





Federal Reserve banks 

$ 2,338 

3 2,129 


$ 209 

Commercial banks 
Currency outside banks 

88,438 

94,063 

$ 5,625 


Treasury currency 

4,041 

4,053 

12 


Federal Reserve notes 

21,793 

21,577 


216 

Total monetary stock 

$116,610 

S121.822 

$ 5,637 

$ 425 


Assets 



Gold 

Treasury currency out- . 

$ 24.427 

$ 22,706 


$1,721 

standing 

U, S. Government securi- 

4,598 

4,636 

$ 38 


ties of Reserve banks 
Commercial bank invest- 

18,885 

20,778 

1,893 


ments 

74,992 

72,329 


2,663 

Commercial bank loans 

42,401 

51,719 

9,318 


Nonmonetary 

Liabilittes 



Commercial bank-^time 





deposits 

36,020 

36,462 


442 


Net Worth 



Commercial banks 

10,649 

11,281 


632 

Treasury cash 

1,252 

1,239 

13 


Total expansive items 
Total contractive items 
Change in monetary 



$11,262 

$5,458 

stock 

Discrepancy • 

772 

1,364 

5,212 

592 


• Small items which are omitted. 
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bank holdings of government securities. The monetary stock did not 
rise more because of the reduction in the monetary gold stock as well as 
the decrease in bank investments. It should be clear from this table that 
open-market purchases by the Reserve System and increased bank lending 
helped to feed the Hies of inflation after the outbreak of hostilities in 
Korea in June 1950. 


PART IV 


MONETARY 

THEORY 





CHAPTER 16 

Money, Price Levels, 
and Economic Activity 


T 

■ HUS fai we have been concerned for the most part 
with the problem of how the monetary stock is determined. We turn 
now to the more important question ot liow changes in the stock of 
money are related to changes in tlie economic life of a nation. This 
question can be divided into a number of clo.sely related queries. 
How do changes in the money stock influence changes in (1) the 
general level of prices, (2) the relations betiveen ])Tices of individual 
or broad groups of commodities or services, and (3) the size of the 
national income and the level of output and employment. 

Regulation of iliese magnitudes is the end toward which an under- 
standing of and control over monetary factors aie the means. It is 
important that the ends are examined and the go.ils are cleai'ly de- 
fined before ive attempt to trace the relationship between money and 
the functioning of the economic system. 

■ CONSEQUENCES OF CHANGES IN THE VALUE OF 
MONEY 

Among the earliest of problems encountered by a 
money-using society is tlie problem of changes in the value of the 
monetary unit. In everyday language we hear people say the dollar 
is "worth more" or "buys more" at one time than it does at others. 
People also say, "Prices are so much higher that the dollar is no 
longer worth Avhat it used to be." The above remarks imply diat 

425 
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the valu e oE the monetary unit varies inversely with the level o f 
prices n’his is indeed correct, but tliese retiections alone do not 
reveal the important problems which accompany changes in the 
value of money relative to goods and services. 

In oi-dei to understand ivhy "changes in tlie price level” are 
signiflcant, we must examine the concept itself more closely. Broadly 
speaking, we can distinguish two separate classes of price changes. 

First, there are those changes which take place in the price of an 
individual commodity or service relative to other commodity prices. 
Such changes are the result of a competitive price system in which 
all commodities are in competition tvith each other for the con- 
sumers’ dollar. As consumer preferences change because of clianges 
in tastes and fashion and as technical and natural conditions of 
production vary, die demand and supply relationships for particular 
commodities undergo continuous changes. Variations in supply and 
demand conditions are reflected in changes in the relations between 
the prices of different classes of commodities and services. When the 
monetary theorist speaks of alterations in the price level, it is not 
these changes which he has in mind. Changes in relative prices do 
no important harm to society as a tvhole and affect only those groups 
directly interested in the supply of the particular commodity ivhose 
position in the price structure undergoes an alteration. In fact, it 
is changes in relative prices which constitute the mechanism through 
tvhich a free-enterprise society allocates its productive efforts in the 
directions indicated by the preferences of consumers as a whole. 

Superimposed on tiiese relative price changes are the so-called 
"general" changes in the price level which are reflections of mone- 
tary forces. We may have a rise in the dollar price of all goods, while 
at tlie same time the relative exchange value among goods themselves 
remains virtually unchanged. What has happened in such a case is 
that the value of the monetary unit (that is, its purchasing power 
over goods) has fallen. While the pattern of the price structure can 
remain unaltered, we shall demonstrate that this condition is not 
likely to occur. 

D/$rft/BUriON OF WEALTH AND INCOME 

If the pattern of the price structure remained un- 
altered and all price changes were correctly foreseen, changes in the 
general level of prices in theory would have no disturbing effects 
upon society. The fact that the pattern of the price structure is 
altered when the price level changes creates economic as well as other 
broad social problems. 
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Let us consider a man who has saved S2,000 in order to purchase 
R new automobile. After completing his saving car prices double, 
but his $2,000 of savings have not changed at all. This man has lost 
half the value of a car and obviously suffers as a consequence^ oE the 
price rise. To take another example, let us assume that an individual 
borro^ved $2,000 and used this money to purchase an automobile. 
The price of a car doubles, and the man now has an asset worth 
$4,000. He can either keep his bargain purchase or can sell it, repay 
his debt which remains fixed at $2,000, and clear $2,000 in profits. 
This man has clearly benefited from the price lise. 

Since a large fraction of society’s wealth is held in the form of 
debts and debt instruments which are expressed in fixed (or relatively 
constant) dollar amounts, gencial price changes can and do have 
serious effects on the welfare of individuals as well as upon broad 
social and economic groups within society. A rise in prices favors 
certain groups at the expen.se of other groups. When prices rise, 
debtors as a whole benefit and creditors suffer. This result occurs 
because debts are expressed in terms of the monetary, unit and a fall 
in the value (purchasing power) of the unit means that debtoi*s now 
owe their creditors "less" in terms of command over physical quanti- 
ties of goods and services than they borrowed. 

Although some of the debt claims (for example, bonds) do have 
market prices which rise and fall somewhat with changes in the 
general price level, the bulk of debts can be considered almost rigidly 
fixed in comparison ^vith the great variability of prices of goods and 
services. Higher prices in themselves, therefoi'C, invariably cause a 
"loss” to creditor groups and conversely a "gain” to debtor classes. 

The existence of debt contracts is not the only reason ivhy price 
changes are never truly general (tliat is, all prices rise by the same 
amount and at the same time). A number of additional factors may 
cause some prices to be rigid relative to others. Prices fixed in ad- 
vance, for example, rentals on leased property, are rigid as are wages 
or salaries arranged under a long-term contract. Other prices, such 
as the rates charged by public utilities, are also relatively stable and 
can be changed only after approval by a governmental agency which 
in pi*actice is a slow procedure. 

Another way of viewing this problem is to think of all those groups 
which have relatively fixed incomes — bondholders, landlords, sal- 
aried employees—as suffering a loss in real purcliasing poivcr when 
prices rise. On tlie other hand, shareholders, corporations, and busi- 
nessmen whose incomes respond quickly and in the^ same direction 
as the movement of prices tend to benefit from rising prices. The 
effect of changing price levels on wage earners cannot be categorically 
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asserted. To the extent that earnings do not rise as rapidly as the 
pi ice level, workers suffer from the lag between their receipts and 
their expenses. 

During a period o£ falling prices, the sequence discussed above 
is reversed. Businessmen and debtors as a whole tend to suffer hard- 
ships; creditors, otiier fixed-income groups, and workers benefit from 
a fall in the general price level. 

One great difficulty associated iWth changes in the price level is 
that none of the groups affected can protect themselves against the 
losses of purchasing poiver ivhich they suffer. A foitunate feiv might 
be able to shift tlieir holdings of wealth and their occupations so 
as to remain always within the “Favored" section, but this is not 
possible for the majority of tlie nation. History is full of excellent 
examples of the maleffects of changes in the purchasing power of 
the monetary unit. Some of the changes in the price level have been 
more maiked than others; these have brought widespread distress. 
The great “infiations" (decline in the value of money) of the French 
Revolution, post-Woild War I Germany, and more recently in 
Hungary, Greece, and China wiped out 50 percent and more of the 
real value of both the savings and income of the savers—all in a 
short space of time. The great “deflation" of the 1930*s in this coun- 
try brought distress to tliousands of businessmen and farmers on 
whom the real burden of their debts grew more onerous with every 
fall in the price level. 

Smaller fluctuations in tlie price level, although not as serious, 
have a similar unsettling effect— and are equally unjust. If the conse- 
quences of changes in the value of money which Ave have described 
were tlie only considerations involved, they would suffice to explain 
the concern Tvhich monetary authorities almost universally have had 
over the maintenance of a stable price level. But these changes can 
have another and even more important consequence. They can in- 
fluence not only the distribution of wealth and income, but they 
also disturb the volume of physical production. 

OUTPUT AND EMPLOYMENT 

A rise in the price level provides a spur for the busi- 
ness gi'oups who seek to increase their gains by ina'easing production 
and by increasing their borrowings in order to increase pioduction. 
If full employment of resources already exists, this increase in activ- 
ity can result only in a sharper increase in tile price level. Thus, 
small fluctuations, if unchecked, can magnify themselves. The cumu- 
lative rise in the price level is encouraged in at least two ways. 
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Increases in loans and investments by the banking system increase 
the stock of money, thereby adding to the piessuie on prices; income 
recipients step up their expenditures to avoid suffering a loss in the 
purchasing po^ver of their money, thus increasing the velocity of 
money. 

If permitted to continue, the rising price level and the accompany- 
ing fall in the value of money can bring about a situation in ^v^hich 
people lose all confidence in money as a reasonable store of value. 
Purchasing power is diverted from its normal channels, and produc- 
tion follows suit. Meanwhile both the capacity and the willingness 
to save of the traditional investing (creditor) groups declines. Sooner 
or later tlic source of funds 'which a sound economy uses to finance 
its necessary replacement and net addition to its productive ma- 
chinery dries up. Unle.ss the state pours in new money to feed the 
inflationary situation, a reversal takes place. Activity declines, and 
a period of falling prices ensues. During this phase businessmen 
suffer, and suffer doubly because of the laige amounts of fixed debt 
which they tended to incur dining the pieccding peiiod of rising 
prices. Those groups most affected by the fall in the price level and 
the rise in the value of their money debts are pushed into financial 
embarrassment. This could easily entail a collapse in activity— and 
lead to a fall in production, a fall in employment and to widespread 
distress. Even those groups who traditionally benefit from lower 
prices can suffer. Creditors suffer when debtors. Ending the burden 
too heavy, become insolvent. Salaries and trages are “worth more” 
because of lower prices, but more anc| more workers become un- 
employed and receive no earnings at all. 

The foregoing description of events is neither typical nor in- 
evitable. But it is a picture of what can happen and has happened 
very often. It is not sin prising, therefore, that one of the cardinal 
aims of monetary policy has been to ensure a stability in the value 
of the monetary unit. 

■ INDEX NUMBERS 

One prerequisite to implementation of any policy 
designed to affect tlie “price level” or “value of money” is to deter- 
mine some simple way in ivliich changes in the price level may be 
measured. The general price level itself is an abstraction useful for 
simplifying problems of analysis, but to actually compute it in any- 
thing like a precise manner by including all the items in our society 
which are expressed in prices would be much too costly and time 
consuming. Thus, we must resort to approximations of varying de- 
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grees of accuracy. Changes in various sets of prices are measured 
by the use of index numbers. The object of these index numbers 
is to combine the prices of a large number of goods and services 
into a single summary figure ivhich, over the course of time, ivill 
reflect the clianges that take place in the gioiip of prices of which 
it is composed. In effect, summarizing the price level for all groups 
of prices into a single expression of the "general pi ice level" is a 
step which can be taken if it is desired to obtain an abstract measure 
for the "value of money" in broadest available terms. 

The choice of what set of prices to include in an index depends 
on the use to ivhich the index is to be put. We have seen that changes 
in price levels are undesirable because all prices do not change at 
the same time to the same extent. Thus, retail prices of goods and 
the level of wages (ivhich is the price of labor) may both be rising, 
but unless they rise in exactly the same pioportion some group 
benefits at the expense of another. The solution, in recent years, has 
been to think in terms of meaningful "groups” or sets of prices-- 
and to construct separate measures for retail prices, wholesale prices, 
farm prices, wages, etc., each as a separate group. Given these series, 
one must watch for relative changes as betiveen one group and 
another. It is these group indexes which play an important part in 
determining economic policy. Thus, tiade unions are interested in 
the index of wages relative to the index of retail prices or the index 
of “cost-of-living” prices (which is a retail index containing mainly 
those items labor tends to purchase). Farm groups are interested 
mainly in the index of the^ prices of manufactured goods relative 
to the index of prices of farm products for it is this relation which 
measures changes in the welfare of farmers. Manufacturers are af- 
fected by the relation between changes in the wholesale prices of 
their products relative to changes in the price of labor (wages) and 
the price of borrowed money (interest rates). Thus, before we at- 
tempt to construct an index number we must define its object. Once 
this is done the actual problems of construction can be tackled. 

GENERAL DEFINITIONS 

Simple Relative Index Number Series of economic 
data are frequently converted from absolute figures to relative figures 
to facilitate comparisons over time. Thus, if the price of wheat in 
1945 was $2 per bushel and in 1952 $2.50 per bushel and if the price 
of cotton in 1945 was $.25 per pound and in 1952 it was $.20 per 
pound, it is much more simple and meaningful to say that the price 
of wheat was 26 percent above its 1946 level in 1952 and the price 
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of cotton was 20 percent below its 1945 level in 1952 tlian it is to 
give the absolute numbers. If we take tlie average price of wheat 
for each year for a number of yeare and express the figures as a 
peixentage of say, the price in 1945, we have a simple relative index 
of the price of ivheat based on die year 1945 as 100. 

Composite Indexes Most indexes are not of the simple kind 
described above where we dealt only with one commodity. Typically 
we wish to combine a number of such series into one summary or 
aggregate index. It is to this type of measure that the term “index 
number” almost invariably refers. 

Base Period In our example of the simple rvlieat index we used 
the year 1945 as the base on ^vhicll all fluctuations were calculated. 
In constructing composite indexes the base year (or yeais if an 
average of several years is used as base) in each of the series remains 
the same. 

PROBLEMS INVOLVED IN THE CONSTRUCTION 

Of INDEX NUMBERS 

Number and Kinds of Commodities Once it has been 
decided what purpose the index is to seive it is necessary to deter- 
mine just which prices shall be included and ^vhich shall be ex- 
cluded. Obviously, it is impossible to include all the prices in the 
universe to be described. If, for example, we wish an index of whole- 
sale prices, ^ve cannot just go out and gather information on each 
and every wholesale price at a given point of time. In the first place 
it would be physically imjaossible to take such a complete census; 
in the second place the time involved in gathering and processing 
such a mass of data^even if it Aveie available— would be long so 
tliat by the time the results were available tliey would be so out 
of date as to be useless. Thus, we are confronted with two choices. 
We may either try to obtain the most information for a specified 
cost, or for a given amount of information we may try to minimize 
the cost involved. In any event, our job is to obtain a sample of 
wholesale prices which when combined into an index will reflect 
the movements of the universe as a whole. Our sample must be 
representative of the 'ivhole universe. In the case of the revised 
Bureau of Labor Statistics' Index of Wholesale Prices some 2,000 
individual price series are included. The Bureau’s Consumer Price 
Index includes the prices of some 300 goods and services. In order 
that comparability of tlie indexes may be obtained, the commodities 
included in the index must be uniform over a period of time. 

Sources of Data The problem of getting satisfactory data for suc- 
cessive periods on prices, profits, production, wages, etc., is a diflicult 
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one. The usual sources are market quotations from trade journals, 
newspapeis, produce exclianges, etc. Where prices are not available 
from such sources, it may be necessary to establish direct contacts 
with lepresentative manufactmers, dealers, or traders. 

Weighting A price index is an average and therefore if not con- 
sciously then unconsciously, the items compusing this average are 
weighted automatically. The problem of weighting is one of decid- 
ing how important each of the component parts is in relation to the 
whole. For ex«imple, in the construction of a retail price index we 
would not ^vant to attach the same importance to a 10-percent rise 
in the price of a diamond tiara as we would to a 10-percent rise in 
the pi ice of bread. Each item must be iveiglited in relation to its 
relative importance in the universe ivhich we are considering in 
Older that an accurate measure of price changes may be obtained. 
Weights may be dcteimined by either the proportion of money 
expenditures on the item in question to total money expenditures 
on the items in the universe we are considering or on the vojume 
of production, distribution, or consumption of the item in question 
to the total. Once determined, weights are left unchanged for long 
periods so that price changes may exert the chief influence on the 
index. When patterns of consumption or expenditure change to a 
considerable degree, then tlie iveights must be adjusted to take ac- 
count of this fact. It should be obvious that when the weights are 
changed, the new index is not exactly comparable with the old index 
number. 

Base Period In selecting the base period there are several points 
to be kept in mind. In order to avoid bias, the period selected for 
the base should not be extreme. Since the base period is commonly 
thought of as being "normal," it would be unwise to pick a very 
prosperous year as a base period as tliis ivould tend to give the 
impression of chronic depiession in subsequent periods where this 
conclusion might not be warranted. The base period should not be 
too far in the past since relative prices tend to change over time; 
the further back the base period the more likely it is that distortions 
in the index will appear in more recent periods. Often an average 
of prices over several consecutive years is used as a base. In this way 
abiioi'mal values in one year may be to some extent flattened out. 
If it is desired to obtain year-to-year comparisons, a chain base system 
may be used. In tliis case each year is taken as the base for the year 
following. In some cases no base at all is used. The dollar amounts 
for a given "basket of goods" are merely stated for each period. 

Construction The next problem is choosing a mathematical de- 
vice with ivhich to express changes ivhich occur in the prices of those 
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commodities or items which we wish to include in our groups. Since 
we wish a single summary index figure, an. averaging process is 
involved. There are numerous ways in whicJi an average can be 
computed—and the task is to choose the most meaningful formula 
from among the various possible approaches. Five possible formulas 
Avill be discussed. 

Simple aggregative index. This index is computed by merely add- 
ing together the prices of the commodities in the group. The result- 
ing total is the index number. Utilized usually for comparative 
purposes, the total for any one year is divided by the total in a base 
year and multiplied by 100 to obtain a result in terms of percentages. 

Let po be the price of the 1st commodity in the base year. 

Let pf> be the price of the 2nd commodity in the base year, etc. 

Let pu pi» be the price of the same commodities in a given year. 

Then the simple aggregative price index may be expressed by: 


pi + pi + pi" + • • • + pi” 
po + po' + po"+**-+/V 



Although it appears that we have an unweighted index, actually 
the results of using a simple aggiegatlve index depend on the units, 
in which the prices of the commodities are expressed. A simple illus- 
tration will show how this works. 


mo 

Price ot A | 8 per lb. 

Price of B 6 per lb. 

Price level of both $14 


mi 

$12 per lb. 
3 per lb. 

il5 


If 1950 is taken as the base year, the index for 1951 is 107; in other 
words prices have risen. If we change this example and use the price 
of A in ounces we get: 

mo 

Price ot A $ .50 per oz. 

Price of B 6.00 per lb. 

Price level of both $6.50 


1951 

S .75 per oz. 
S.OO per lb. 


The index for 1951 is now 58; in other words prices have fallen. 
Thus the simple aggregative index is not an acceptable measure of 
price changes since the results depend on the units in which prices 
of items are expressed, A second flaw in the method is that no account 
is taken of the fact diat some commodities are more important tlian 



434 MONEY, PRICE LEVELS, AND ECONOMIC ACTIVITY 

Others and therefore need to be emphasized or weighted in the final 
answer. 

Simple average of relatives index. If we divide the prices of each of 
the commodities in the base year by their corresponding prices in tlie 
given year and express these quotients in terms of percentages, then 
Slim the resulting percentages and divide the sum by the number 
of commodities in the group, we have an arithmetic mean of relatives 
index. The advantage of this index over the preceding one is that 
it makes no difference what quantity units the prices refer to since 
ive are dealing stiictly in relative amounts. Unfortunately, hoivever, 
we have not eliminated the weighting problem, for implicitly we 
have introduced a system of ivcights ivhich depends on the quantity 
of each of the commodities that can be bought for the same amount 
of money in the base year. Again no account has been taken of the 
relative importance of each commodity in the group, The formula 
foi this index may be expressed as follows: 



jV = the number of commodities in the group. 

Weighted aggregative index. How do we arrive at a system of 
lational weights? One way is to take account of the quantities of 
each commodity produced or marketed in a typical year. If ive let 
^0* etc., be these quantities, then the formula for this index 

may be expressed as follows: 

n 

piqo + pig,' H 1- 

ptqo + poq,' + ---+p,’‘q,’‘ 

0 

n 

%piqo ss the sum of the weighted prices in a given year. 

0 

XpoQn » the sum of the weighted prices in the base year, 

0 

It may be asked why we do not use cuirent quantities (^i) as the 
appropriate weights instead of those for the base year. In the first 
place, as previously mentioned, it is desirable to have weights rela- 
tively fixed over fairly long periods so that price changes may exert 
the chief infiuence on the index. Secondly, pi ice quotations are 
readily available whereas up-to-date information on quantities mar- 
keted is not nearly as accessible and obtaining these data would 
involve substantial cost in terms of both time and money. In any 
event, quantities do not cliange rapidly so that over long periods 
in normal times the use of the qo% does not involve a great deal of 
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error, It is only when the series becomes significantly different 
from the current patterns of consumption that changes must be 
made. 

Weighted average of relatives index. In this case, weights in terms 
ot money expenditures are used. The formula for this index is as 
follo^vs: 

Mo po'qo' + • - + /V7o'‘ ^ 

0 

Simplification of this formula gives us exactly the same result, it will 
be observed, as in the case of the livcighced aggregiitive index. 
The only advantage of the present form lies in the fact that it permits 
easier observation of the component pi ice series making up the 
index. The weighted aggregative index, on the other hand, is more 
easily understood and is much simpler to compute, Por tliese reasons 
it is the weighted aggregative index that is most often used; the 
Bureau of Labor Statistics which compiles most of tlie important 
official price indexes in the United States utilizes the weighted aggi*e< 
gative index. 

**IdeaV* index. If theoretical accuracy is to be given priority over 
expediency and speed, even the use of current quantities would not 
be perfect. For since we are compaiing one year with a past year 
neither past quantities nor picsent quantities are perfectly appro* 

^piqo 

priate. In other words, neither | 

^poqo 

0 

^piqi 

(whicli ^vould be the measure normally used), nor 

0 

(which would be die measure if current weights are used), are ideal. 
The solution suggested by Irving Fisher, ‘ after exhaustive tests of all 
possible formulas, is tliat both methods should be employed and the 
average of die two results used. Thus, we would have: ® 

’S.pxqa 'S,pxqx 

2 3(9o9i)po 

1 1. Fisher, The Mahmg of Index Numbers (Boston. 1982). Chnp. 4. 

3 Fisher proposes this as a more readily calculable substiiuic for the “idear’ formula 
given below. 
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if we take the arithmetic mean of both methods. Since, ho^vever, 

and are measures of percentage changes, their average 
Spo^o 5po^j 

value is best expressed not by an arithmetic but a geometric mean. 
The geometric mean, is more satisfactory because it grants equal im- 
portance to equal percentage changes, svliile the former gi'ants equal 
importance to equal absolute change. Using the geometric mean 
we would have: 

j^piqo 

V Spo^o ^ ^poqt 

Fislier chose this formula as the "ideal’’ index available. However, 
the computation difhculties are even greater than those mentioned 
in the preceding paragraph in connection with the problem of using 
cuiTcnt quantities and the “ideal" index is therefore rarely used 
in the construction of the majority of United States price index 
numbers. 

SOME LEADING INDEX NUMBERS 

The most important: source of price indexes is the 
Bureau of Labor Statistics of the Department of Labor. In compiling 
its indexes the Bureau uses the weighted aggregative method witli 
fixed rveights taken from a representative base year or years in order 
to provide 

5pi9o 
0 

Spo?o 

0 

The Bureau maintains two important series. 

The Bureau issued a revised Wholesale Price Index in 1952. The 
revised index contains nearly 2,000 prices classified into 15 major 
groups, 88 subgroups* and approximately 250 product classes. The 
base period uses the average of prices in 1947-1949 as 100; quantity 
weighting factors represent sales at the primai 7 market level during 
1947. 

The second index compiled by the Bureau is the Consumers’ Price 
Index ° which has been published regularly since 1921. The method 

■ The title, Coniumers’ Price Index for Moderate Income families in Large Cities, 
was adopted in 1D4S. Previously this index had been precisely designated, Changes 
in the Cost of Goods and Services Purchased by Wage Earners and Lower^Saiaried 
Clerical tVorkers in 1934*1036. In popular usage, this title was later shortened to 
Cost-oMJving Index. The latter designation gave use tn some misunderstanding of 
the scope of the scries and, therefore, the current term. Consumers' Price Index, was 
introduced. 
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oE construction is the same as is used in computing the Wholesale 
Price Index; the revised index includes prices of some 300 articles 
and services. The current base year for the index is the average of 
prices over the period 1947-1949; quantity- weigh ting factors are 
based on family expenditure patterns over the period 1950-1952. 

Toward the end of World War II a great debate arose over the 
adequacy of the Consumers’ Pike Index in measuring the rise in 
the cost of living. Labor representatives on the Presidential Com- 
mittee on the Cost of Living maintained that from eaily 1941 to 
the end of 1943 the cost of living had actually risen by 43 percent 
lather than the 23 percent shown by the index. Undoubtedly, the 
index did tend to underestimate the rise in the cost of living, but 
the order of the error was probably closer to 5 percent than to 20 
percent. ** 

It is no doubt true that in times of rapid and drastic economic 
changes, index numbers do lose some of their significance. The 
Consumers’ Price Index measured the value of a dollar’s purchasing 
power for moderate-income families in large cities in a given year 
compared to the average purchasing power of the dollar in 1935- 
1939 with reference to a giotip of items of unvarying composition. 
Since the weights were based on the 1934-1936 pattern of family 
expenditures, the index does not take into account changes in the 
composition of consumer expenditures. 

Labor’s concern about the Consumers’ Price Index did not end 
with the war. Labor unions in particular have become increasingly 
cognizant of adverse changes which rising pi ices bring about to the 
welfare of workers and now tend to use changes in the cost-of-living 
index as an argument in support of demands for ^vage increases. 
Beginning with the ’’Little Steel” formula in 1942, the policy of the 
War Labor Board was determined in part by changes in the cost 
of living. In May 1948 the famous General Motors labor contract 
tied wage rates among other things to changes in the cost of living. 
By 1952 over 3 million ^vorkers had contracts in which wages were 
tied to the Consumers’ Price Index in one way or another. 

After the outbreak of hostilities in Korea in June 1950, wage and 
price stabilization policies were designed to prevent excessive changes 
in tlie purchasing power of the dollar. In this effort, the Consumers’ 
Price Index is ividely used as a guide to general economic policy. 

The widespread and increasing use of the index has made it almost 
a household word. Formulation, adjustments, weighting, and other 

4 Thu was the conclusion reached by the technical committee of the American 
Statistical Association. “An Appraisal of the U. S. Bureau of Labor Statistics Cost>oE* 
Living Index,” Journal of the American Statistical Assoctatton (December 1948). 
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matters involved in its presentation have become of increasing public 
importance. In the light of these circumstances a major overhaul 
of the Consumers’ Price Index was undertaken by the Bureau of 
Labor Statistics. 

The revised Consumer Price Index was introduced early in 1953 
and was spliced on to the preceding index to provide continuity in 
the series. The revised index will be shown on a new base of 1947- 
1949 = 100. The number of items priced for the new series was 
increased and included previously unpriced items thus reflecting new 
products on the market which have become important in consumer 
expenditures. The importance of each of the items which goes into 
tlie index (the weights assigned to each item) is based on the pattern 
of consumption expenditures in 1950 adjusted to reflect major 
clranges in buying liabits up to 1 952. The list of cities in tvhidi prices 
are collected for the new index is representative of all urban places 
ranging in size from New York City down to towns of 2,500 
population. 

Construction and formulation of index numbers are now reason- 
ably satisfactory. Ho^vever, their interpretation is still a matter ^vhere 
great caution needs to be displayed. Like most statistics, index 
numbers have been and still are the subject of misinterpretation 
and outright tvrong inferences. The user should be certain that he 
understands index numbers, their strengths, and their weaknesses, 
ivhat they do measure, and ivhat they do not measure before he 
attempts to draw inferences and determine policy. 

■ CHANGES IN NATIONAL INCOME 

In a preceding section we examined the reasons why 
stability of the general price level was one of the critical goals of 
monetary management. Until the last few decades the goal of stabil- 
ity of the general price level was considered to be die paramount 
problem facing monetary policy. Gradually, however, other goals 
have been added to the list. It is probably correct to assert that the 
foremost objective of monetary policy today is the attainment of 
continuous high levels of employment of resources and maximization 
of the national income. Since the end of the war the objectives of 
stability of the general price level and high and stable levels of 
employment and income have been fused as a set of related goals. 

The reasons for the change from preoccupation with a stable price 
level to that of attaining continuous high levels of employment and 
income lie partly in historical facts and partly in the nature of our 
theorizing on monetary matters. 
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The problem of unemployment had not been as serious in the 
past as it has been in more lecent decades. On the other hand, 
changes in the value of money played an important role throughout 
the nineteenth century and there is hardly a single nation which 
did not suffer the serious mal effects of drastic changes in the pVice 
level. As is shown in Figure 27, the United States experienced 


FIGURE 27 
WHOLESALE PRICES 



extremely wide variations in the course of wholesale prices since 
1749. Comparable data for Western European countries would dis- 
play a similar pattern of behavior of the general price level over the 
same period. 

It is understandable therefore why the problem of stabilization of 
tire price level rvas granted such a prominent place in matters of policy. 
In addition to historical factors, however, it is norv clear that economic 
thinking in the past developed along lines which had tended to 
disregard die problem of unemployment. Monetary theory ivhidi 
centered its attention on shoit-run practical problems of policy did 
not concern itself with questions of employment at all but left these 
matters to the economic theorists. The economic theorists in turn 
were mainly concerned with “long-run" analysis and tended to treat 
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lapses from full employment (when they did occur) as essentially 
transitional effects which ivould be cured “automatically” through 
the mechanism of tlie price system. The reasoning behind this con- 
clusion was itself dependent on the assumption that all prices— 
including the price of labor (ivages) and the price of capital (interest) 
—were perfectly flexible. Unemployment of resources ws, therefore, 
not so much a long-run problem as evidence that certain factors 
were “overpiiced"— a symptom ivhich would be cured just as soon 
as market forces pushed prices of the factors of production back 
into line once again. 

The depression of the 1930’s, hoivever, focused attention on the 
problem of unemployment as a high priority concern. There was a 
situation in which unemployment had become more than just a 
shoit-run consideration. Economic thinking undenvent considerable 
reorganization in the attempt to understand a world which did not 
quite conform to the sort of behavior history had led people to 
expect. This reorganization involved a change in emphasis from 
the long-run analysis to the problem of the short-run and a re- 
examination of basic assumptions of economic theory. It also called 
for an extension of existing monetary analysis so as to provide an 
explanation not only for the relation betiveen money and the general 
level of prices but also for the relation between money and the 
level of employment. The scourge of unemployment incieasingly 
came to be regarded as a far greater evil than anything which free- 
enterpiise economies had had to face before, and all available means 
(including monetary policy) were directed toivard its cure and toward 
achieving the goal of high and stable levels of employment. The 
development of the new ideas led to the development of new con- 
cepts, particularly the concepts of "national income” and allied 
magnitudes. 

NATJONAL fNCOMf STAT/STfCS 

The subject of national income accounting and its 
rapid development during the last fifteen years is too vast for detailed 
treatment in the present volume. We do, however, need to knoiv 
what the various concepts mean. National income statistics are aggre- 
gate measures expressed in terms of the unit of account of tlie output 
of the economy for a specified period of time. Thus, we define the 
national product of a given period as the money value of all eco- 
nomic goods and services produced in that year. We can measure 
national production in three ways: (1) by totaling the value of all 
production, (2) by totaling expenditure for production, and (3) by 
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totaling inLomcs created in production. If our figures arc act urate 
and complete, the results sliould be the same no matter which 
approach we use. Thus, if a cabinet maker produces $100 in cabinets, 
production in the form of furniture of the value of $100 takes place. 
$100 is spent for current production, and the cabinet maker receives 
an income of $100. 

The term national income statistics is somewhat vague; in fact, 
there are literally a countless number oi facts and figures that can 
be assembled, all relating to what is happening or has been happen- 
ing in the economy. In this section we shall deal primarily with the 
five most commonly met and used variants of national income. These 
are as follows: 

1. Gross national product oi cxj^eiiditure. 

2. Net national product. 

S. National income at factor cost. 

4. Personal income. 

5. Disposable income. 

These statistics arc aggregate values because they attempt to sum up 
in reasonably intelligible and concise terms the value of totiil income 
and product for the whole economy. This procedure may be con- 
trasted svith the case of one firm in Avhich the accountants bring 
together all the operations over a period of time and attempt to 
sum up just how much the firm has produced, how much it has paid 
out. and how much it has earned lor its stockholders. In broad terms, 
we are doing essentially the same thing for all the firms together 
as the accountant does for the single firm. We are. in effect, attempt- 
ing to carry out a job of national economic accounting. 

The myriad of transactions which combine to make up the nation's 
pioduction present a fantastically complicated and seemingly system- 
less conglomeration. It is the job of national economic accounting 
to reduce the records of these transactions to a relatively simple, 
rational, and understandable pattern in order that a useful and 
comprehensible view of the economy may be obtained. The best 
method of calculating die value of national production is to tabulate 
die receipts and expenditures of tlie sectors of the economy. 

First, the economy is divided into four sectors. These are; (1) 
consumers, (2) business, (3) government, and (4) the rest of the 
Ivor Id. Second, a national Income and product account is set up. 
On one side are grouped all sums which aie paid out or saved as a 
result of producing current output. On the other side we show the 
value of all the products and services produced by the economy 
during the period in question as evidenced by purchases made by 
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the foul major sectois. The total obtained in this account measures 
total national output shoi\'n as the sum of the contributions from 
each of the foui sectois. Third, it is then possible to break up the 
national income and product account into separate income and 
product accounts for each of the four sectors of the economy and to 
investigate the interrelationships iv'hich exist between the sectors. 

In our exposition we shall be mainly concerned with the national 
income and product account and the national output statistics ob- 
tained from it. 

GROSS NATIONAL PRODUCT OR EXPENDITURB 

Gross National Product or Expenditure (GNP) may 
be defined as the market value of the goods and services produced 
by an economy before tlie deduction of depreciation diai'ges and 
other allowances for the comsumption of capital lesulting from the 
production of these goods. 

If we view the economy as being made up of one gigantic fiim, 
then tlie GNP for a specific period ^vould be the total sales of this 
finn adjusted by adding or subtracting tfie change in its inventory, 
valued at cost, depending on whetlier the inventory had been in- 
creased or reduced. However, since the economy does not consist 
of one firm, the problem becomes more difficult. Since we are only 
interested in the total final output, we cannot aggregate the sales 
receipts for all the firms in tlie economy, for this would involve a 
great deal of double counting. For example, the coal sold to an 
electric-generating company could not be included since the elec- 
tric ity is the final product used by households. In a similar ivay the 
tires which come with a new automobile would enter our aggregate 
only as a part of the final sale price of the automobile. But, on the 
other hand, when tires aie sold, say, as replacements for those worn 
out, then dieir market value would be included in our total. Thus, 
we can sec that our pioblem is one of ascertaining how ive can most 
easily and accurately obtain the actual statistical compilation of the 
total final output. 

Once again we may return to the case of the single firm for illus- 
trative purposes. We can measure the output of the firm either 
through the flow of products which the firm sells or through the 
incomes ivhich are paid botli to the various factors of production 
and to nonfactor recipients during the course of operations. Thus, 
there are two general approaches available for the measurement of 
national output. We may either sum the market values of goods 
and services produced, or we may sum income flows. 
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Product Values Let us first tackle the problem by ^vay of the 
product values, or as it is also known, from the sources side of the 
national income and product account. Expanding from the firm to- 
the economy as a whole, we can note that the value of the final 
product at market prices will be equal to the total sales of the various 
producing units, plus or minus an inventory correction, and minus 
some factor which will eliminate the double counting mentioned 
previously. 

First, it is convenient to divide total sales into the four following 
categories: 

1. Sales to consumers. 

2. Sales to government (federal, state, and local). 

S. Sales to abroad. 

4. Sales to business firms. 

This is an exhaustive classification. 

Next, we must subtract from the sum of the four items above the 
total value of all goods and services bought to be used in current 
production. This is our correction item for double counting to 
derive final products. The source of these goods purchased by busi- 
ness firms is pither domestic or foreign. Therefore, our correction 
can be split up into two components: 

1. Goods and materials purchased domestically for 
current production 

plus 

2. Goods and materials purchased abroad for use in 
current production. 

Net foreign investment. The item, sales to abroad, minus the item 
goods and materials purchased abroad for use in current production 
leaves us with net sales to abroad. If net sales to forcigneis is adjusted 
to include net gifts to abroad, the resulting figure is net foreign 
investment in the United States or simply net foreign investment.® 
A negative figure for net foreign investment means that die United 
States owes foreigners more for goods and services and gifts dian 
foreigners owe to die United States for these items. 

Gross private domestic investment. In order to arrive at a figure 
of sales which excludes double counting, we subtract from sales to 
business firms the amount of goods and services purchased domes- 

Bln other words, net foreign investment may be deHned as tl»e value of exports 
of goods and services from the United States plus money gifts from foreigners minus 
the value of imports of goods and services into the United States plus money gifts to 
foreigners. 
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tically which are used in current production. The resulting figure 
represents a part of the GNP which business firms themselves will 
hold or use. Sucli goods will replace or add to the stock of real capital 
used by business. The sales to business on capital account plus 
changes in business inventories are described as gross private capital 
formation or private investment. The major categories into tvhich 
gross private capital formation or business expenditures on current 
output are divided are: 

1. New construction. 

a. Residential building. 

b. Nonresidential building. 

2. Producers' durable equipment. 

S. Net changes in business inventory. 

Personal consumption expenditures. In peacetime consumers take 
by far the laigest fraction of the curient flow of newly produced 
goods and sewices. The sales to consumers are obviously the same 
thing as purchases by consumers and this we shall call peisonal 
consumption expenditures. Consumer expenditures are classified 
into the following categories: 

1. Durable goods. 

2. Nondurable goods. 

3. Services. 

Government purchases of goods and services. Sales to government 
--consisting of federal, state and local units— are called government 
purchases of goods and services. Government purchases are essen- 
tially of two types. In tlie first place, governmental units buy newly 
pinduced goods from private business. In the second place, govern- 
ments pay incomes directly to the factors of production (mainly 
salaries and wages to employees) in exchange for sewices which are 
passed on to the consumers in the form of police and fire protection, 
national defense, education, etc. Since these services are not sold 
they cannot be recorded at market prices as purchases by private 
groups. Thus, these services are included in the GNP as output by 
the government valued at cost to government. 

Using the terminology elaborated in the four sectors above, our 
formulation of GNP will appear as shown in Table 46. This is the 
terminology which the Department of Commerce uses in presenting 
its estimates of GNP. 

Income Flows Let us now turn to die alternative method of 
arriving at Gross National Product— namely, that of summing income 
flows. In the case of our single firm, sales receipts are paid out in 
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TABLE 46 

GROSS NATIONAL PRODUCT OR EXPENDITURE, 1951 
(In billions of dollars) 


Personal consumption expenditures ^208.0 

Gross private domestic investment 58 5 

Net foreign investment .2 

Government puichascs of goods and seivices 62 5 

Gloss National Product $529.2 


various forms or else saved. The receipts will be allocated partly 
to pay for goods bought from otlier lii ins, partly as wages and salaries, 
partly for depreciation, taxes, interest, and so on. However, since 
we are interested in the value of the output (final pioduct) con- 
tributed by our firm, we shall not include the poi tion of total sales 
wiiicii is paid out for goods bought by the firm horn others and used 
up in the pioductiun of final products. This is equivalent to the 
adjustments made for total sales when we derived tlie GNP from 
the product flow or souices viewpoint. 

In brief, what we are searching for is, in effect, an income or 
operating statement for the economy as a whole. Indeed, oui opeiat- 
ing statement for the economy as a whole will be similar to that for 
the single firm, except for some new categories which will appear 
and somewhat different terminology. What we want to do is to break 
down the income received as a result of the period’s production and 
discover in what manner it was spent or allocated. As ire shall see 
shortly, national income measures tlie returns paid to the factors 
of production in turning out current output. Therefore, national 
income measures current output valued at factor cost. But GNP 
represents current output valued at market price. Thus, in siimmat- 
ing the income flows to derive the GNP we must add to the incomes 
paid to the factois of pi eduction other nonfactor incomes vrliich are 
included in the sales price of final products. 

Thus depending upon wliich side of the coin vve look at, we are 
setting up either the allocations of GNP or the various im omes paid 
out of GNP to both the factors of production and non factor recipi- 
ents. The important point is to remember that it is the same coin. 

Employee compensation. The most obvious portion of factor in- 
come is that which includes wages and salaries, and supplements. 
Wages and salaries embrace payments in kind as well as money 
income. (It should be noted for future reference that employee con- 
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tributions to social insurance are covered in this item.) Supplements 
include employer contributions to social insurance and the catch'all 
item "other labor income.” 

Income of umncorporated enterprises and inventory valuation ad- 
justment. This category consists of the income, monetary and in 
kind, of sole proprietoiships, partnerships, and producers coopera- 
tives. Not included is personal income received from rental of prop- 
erty. Any increase in inventories, of course, is a part of production; 
any decrease means that more has been sold than has been produced. 
Hence, any measure of national production (or income) must include 
an allowance for the net change in inventories in the period con- 
sidered. Inasmuch as income is computed inclusive of profit or loss 
in inventoiy and for purposes of national product, we are interested 
only in the value of real changes in the value of inventory, the 
inventory valuation adjustment is designed to eliminate from cor- 
porate profits and the income of unincorporated enterprises an ele- 
ment which is very similar to capital gain and loss. 

Rental income of persons. This is the net rental income of indi- 
viduals not primarily engaged in the real estate business. 

Corporate profits and inventory valuation adjustment. Corporate 
profits before tax are arrived at by summing the following items: 
Corporate tax liability, wliicli is the federal and state taxes that 
corporations pay on theii earnings, dividends (which are net of inter- 
corporate dividends) and undistributed profits. It should be noted 
that corporate profits before tax are exclusive of depletion and 
depredation charges and also of capital gain or losses. Capital con- 
sumption is ti'eated separately for national product purposes. The 
inventory valuation adjustment is of the same nature as that made 
for unincorporated enterprises. 

Net interest. This is total interest, both monetary and imputed, 
paid to individuals and governments less all interest paid by govern- 
ments. Iiiteiest paid by governments is deducted since the Depart- 
ment of Commerce considers that the interest paid by tlie govern- 
ment does not measure a part of national production in the same 
way that interest on loans to persons or business is taken to measure 
a service rendered. Imputed interest may best be explained by means 
of an example. Most of the imputed interest arises in connection 
witli commercial banking and may be defined for this case as the 
excess of interest and dividends earned over that paid out as mone- 
tary interest on demand and time deposits. 

Since GNP represents the price paid for current output by con- 
sumers and other final purchasers, we must add to factor income 
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other incomes paid to nonfactors ^vhich are included in the price 
of final output. Nonfactor charges include the following: 

Indirect business tax and nojitax liability. The indirect business 
taxes— chiefly federal and state sales and excise taxes and property 
taxes— incurred by the business community (other than income taxes) 
are included in the price paid for current output. Nontax liabilities 
include payment for services within the sphere of government activi- 
ties; hotvever, purchases from government enterprises such as potver 
purchased from TVA are not included. Thus, the payinent.s included 
in this category may be looked upon as payments for government 
services by business, such .services being included in the prices of 
final product sold by business. 

Business hansfei payjnents. Payments made by business firms to 
nonprofit institutions such as hospitals, charities, etc., in the form 
of gifts as well as individuars bad debts to them do not represent 
the purchase of productive services, hence are not part of payments 
to factors of production. Yet these payments are included in the sale 
price of final purchases of current production. 

Statistical dtscrepancy. The adjustment made to the estimate of 
GNP arrived at by using the allocations or income method to bring 
it into conformity with the estimate arrived at by using the sources 
or expenditure approach is called the statistical discrepancy. 

Current surplus minus subsidies of government enta prises. Gov- 
ernment-owned enterprises do not pay indirect taxes on their prod- 
ucts, but if they have a surplus accruing to government, this should 
enter the account just like an indirect tax. If there is a loss subsidized 
by government, this counts like a negative indirect tax and should be 
subtracted from the total. 

Capital consumption allowances. This item consists largely of 
charges for depreciation to fixed capital by business firms. Also in- 
cluded are charges for obsolescence and accidental damages to fixed 
capital. Charges for depletion are excluded. As we produce new 
output, a part of the nation’s capital equipment is used up in the 
process. To this extent netv output does not represent income but 
is necessary to replace capital goods consumed in the production 
process. This item must be included in the GNP since it is included 
in the total expenditures made by final useis in buying a nation's 
current output. 

We are no^v able to derive our measure of GNP both from the 
product and income points of view. The 1951 Gross National Prod- 
uct or Expenditure estimates for the United States, as compiled by 
die Department of Commerce, are shown in Table 47. 
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TABLE 47 


NATIONAL INCOME AND PRODUCT ACCOUNT, 1951 
(In billions of dollars) 


CompciLsation of employees 

$178.8 

Personal consumption expend- 


Income of unincxirporated cn- 


jturcs 

$208.0 

tcrpriscs and inventory val- 


Gross private doDicstic invest- 


nation acljiistment 

41.8 

ment 

58.5 

Rental income of persons 

8.9 

Net foreign investment 

.2 

Corporate profits and inven- 


Government purchases of 


tory valuation adjustment 

41.6 

goods and services 

62.5 

Net interest 

6.4 



Indirect business tax and non- 




tax liability 

25.4 



Business transfer payments 

.8 



SL.itistic>d discrepancy 

1.4 



Plus: Current surplus of gov- 




ernment enterprises minus 




subsidies 

-.6 



Capital consumption allow- 




anccs 

24.6 



Charges against Cross Na- 




tional Product 

$329 2 

Gross National Product 

$329.2 


Source: Department of Commerce, Survey of Current Business (July 1952). * 


NET NATIONAL PRODUCT 

Gross National Product does not give us a measure 
of the net output of the economy for the period in which we are 
interested. In computing GNP, it will be remembered, we specif- 
ically included cliarges for depreciation and obsolescence. Thus, no 
account ws taken of the w’ear and tear on the fixed capital of tlie 
economy in producing the national output. In order to obtain a 
measure of net economic gain achieved by the economy, the capital 
consumption allowances item should properly be subtracted from 
GNP. The rcsitltant figure measures the net production of the econ- 
omy expressed in market prices of the products sold. 

Net National Product = Gross National Product 

— Capital Consumption Allowances 
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NATIONAL INCOME AT FACTOR COST 

In the discussion thus far, our two measures of na- 
tional output have been couched in terms of the market value of 
the goods and services produced by the economy. We saw that we 
could derive these measures from tivo points of vietv— from product 
or expenditure flows or from allocations or income flows. In the 
latter case it will be remembered that our measures were made up 
of Items some of which could be considered as factor payments and 
some of which were nonfactor payments. We now wish to obtain 
a measure of national output in terms of factor payments. We wish 
to deteimine what payments were made to the factors of production 
in tlie process of turning out the current volume of goods and serv- 
ices. Again it is obvious that these factor payments can be looked 
at from two points of view. On the one hand, total factor payments 
can be considered as the aggregate of all earnings of labor and prop- 
el ty. This is the income point of view. On the other hand, the 
income of tlie payee is a cost to the payor; therefore, we may also 
look at the factor costs. Net national pioduct valued at factor cost 
we call national income. National income may also lie defined as the 
total income of the factors of pi ocl action. To derive die figure for 
national income it is necessary to deduct tliose items in our deter- 
mination of GNP which are not ti ue factor payments. 

Fiist, we must deduct the item indirect business tax and nontax 
liability (which as we saw includes such items as sales and excise 
taxes) since this is a payment lequired by law rather than a cost of 
employing a specific factor of production. On the otlier hand, it 
should be noted that employer social insurance contributions are not 
deducted since they are incurred as a result of hiring labor. Second, 
we must deduct business tiansfer payments since they, also, do not 
represent payments to factor of production. Thud, the item statisti- 
cal disci epancy certainly cannot be considered as a factor payment 
since it is merely a reconciliation item arbitrarily assigned to the 
allocations determination of GNP in order to balance GNP obtained 
in this way with the GNP obtained from the determination of total 
expenditures. Fourth, current surplus minus subsidies of government 
enterprise instead of being added as in the case of GNP and NNP 
should be subtracted in order to compute national income. Sui pluses 
cannot be regarded as payments to the factors of production whereas 
subsidies actually are payments to the factors of production. 

All other items in our determination of net national product are 
factor payments and remain in the estimate of national income. 
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Thus: 


National Income Net National Product 

Indirect Business Tax and Non-' 
tax Liability 

Business Transfer Payments 
“ Statistical Discrepancy 

Current Surplus of Government 
Enterprises minus Subsidies 


PERSONAL INCOME 

We defined national income as the income (before 
income taxes) earned by the factors of production in producing net 
additions to the goods and services of a country in a stated period. 
National income is not, hotvever, the sum that individuals actually 
i*eceive in a given period. Peisonal income represents the money 
income or its equivalent received by persons in the time period con- 
cerned. Thus, it is not a measure of production but represents in- 
come which is available for spending. 

In order to derive the figure of personal income, we must subtract 
certain items which are a part of income created (payments to the 
factors of production) but are not paid to the factors during the 
period under consideration. Fuithermore, we must add to national 
income certain items which do not represent payments for pro- 
ductive services rendered but which do represent income available 
to persons for spending. 

The deductions from national income consist of that part of 
employee compensation which is not distiibuted to individuals and 
all the elements of the corporate profits and inventory valuation 
except dividends. 

Contributions to social insurance funds aie costs of hiring factors 
of productionj these payments are siphoned off before payments to 
persons are made and are not available as personal income to be 
spent. The excess of 'wage accruals over disbursements represent pay- 
ments to factors which are not disbursed in tlie period under consid- 
eration and are not, therefore, a part of personal income. Since 
corporate profits are reported inclusive of inventory profits and 
losses, it is necessary to utilize the inventory valuation adjustment 
in order to derive a corporate profit figure which is a measure of 
payments to the factors for current production. A part of the income 
a'eated in the economy is drawn off by federal and state governments 
as income and excess-profits taxes on corporations and so does not 
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become income payments to persons. As was noted earlier, corporate 
profits represent a pait of income created; the portion of corporate 
protits which is retained by the enterprise is not passed on to the 
factors of production, hence, is not a part of peisonal income. 

The additions to national income necessary to derive a figure for 
personal income received consist of incomes received by persons 
which are not earned in current production. Transfer payments from 
government (old-age and survivors’ insurance benefits, unemploy- 
ment insurance, railroad retirement payments, pensions, direct lelief, 
veterans' allowances and benefits, etc.) for which no productive serv- 
ice is rendered in return are not a part of national income but are 
part of personal income. Similarly, uansfer payments from business 
(gifts, grants, prizes, bad debts, etc.) are part of personal income but 
not of national income. Net interest paid by government (exce.ss of 
total government interest payments over interest receipts) is a special 
form of transfer payment; it, too, is not a part of cm rent pi eduction 
(national income), but it does represent income received by persons. 

By way of summaiy, personal income includes those factor pay- 
ments actually received by individuals, excludes factor payments not 
received by individuals, and finally includes some payments of a 
nonfactor variety. 

Thus: 


Personal Income ^ National Income 

• Undistributed Corporate Profits 
Corporate Profits Tax Liability 
— Corporate Inventory Valuation Adjustment 
Contributions for Social Insurance 
Excess of Wage Accruals over Disbursements . 


+ 


Net Interest Paid by Government 
Government Transfer Payments 
Business Transfer Payments 


We arrived at the above determination of personal income by 
means of adjustments to national income, but alternatively we could 
draiv up a personal income account for all persons in the economy. 
On one side ^ve could group those things on which individuals’ 
income is spent, and on the other side the sources of this income. 
On the expenditures or allocations side the items can be divided 
into three main categories: (1) tax and nontax payments to govern- 
ment, (2) personal consumption expenditures, and (3) personal sav- 
ing. On the sources side, the items reflect the nature of the income 
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TABLE 48 


PERSONAL INCOME AND EXPENDITURE ACCOUNT, 1951 
(In billions of dollars) 


Personal consumption ex- 


Wage and salary receipts 

$166.6 

penditures 

$208.0 

Other labor income 

4.2 

Personal tax and nontax 


Proprietors’ and rental 

in- 

payments 

29.1 

come 

50.7 

Personal saving 

17.0 

Dividends 

9.0 



Personal interest income 

11.3 



Transfer payments 

12.3 

Personal Outlay and Saving 

$254.1 

Personal Income 

$254.1 


Source: Department of Commerce, Survey of Curteni Business (July 
1952). 

received. Table 48 presents personal income for 1951 classified from 
tlie sources and uses of tliis income. 

DISPOSABIE INCOME 

Disposable income represents personal income which 
individuals are free to spend or save as they see ht. People are not 
free to “dispose" of their income until tliey have paid over to federal, 
state, and local governments their peisonal income taxes and other 
direct taxes as well as fees levied on persons. We can derive dispos- 
able income by subtracting the item personal tax and nontax pay- 
ments to government from personal income. Thus: 

Disposable Income = Personal Income — Personal Tax and Nontax 

Payments 

In order that we may consolidate the interrelationships that exist 
between die various measures of economic activity that we have 
derived, we show in Table 49 die necessary adjustments which are 
made, starting with gross national product as given, to arrive at net 
national product, national income, personal income, and disposable 
income, for the year 1951. 

GNP IN CONSTANT PRICES 

One of the inadequacies of national income statistics 
has been that estimates have been stated solely in terms of current 
prices. This is not serious when prices are relatively stable, but in 
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TABLE 49 


RELATION OF GROSS NATIONAL PRODUCT AND OTHER NATIONAL 
INCOME STATISTICS, 1951 

(In billions of dollars) 


Gross National Product 


3329.2 

less: 

Capital consumption allowances 

324.6 


equals: 

Net National Product 


304.6 

less: 

Current surplus of government enterprises 




minus subsidies 

-.4 



Indirect business tax and nontax liability 

25.3 



Business transfer payments 

.8 



Statistical discrepancy 

1.4 


equals: 

National Income 


277.5 

less: 

Undistributed corporate profits 

9.6 



Corporate profits tax liability 

24.2 



Corporate inventory valuation adjustment 

-1.3 



Conti ibutions for social insurance 

8.1 



Excess of wage accruals ovci disbursements 

.0 


plus: 

Net interest paid by government 

4.9 



Government transfer payments 

11.5 



Business transfer payments 

.8 


equals: 

Personal Income 


254.1 

less: 

Personal tax and nontax payments 

29.1 


equals: 

Disposable Income 


225.0 


Source: Department of Commerce, Survey of Cut rent Business (July 
1952). 


times of dianging prices it is necessary, for many purposes, to sepa- 
rate changes in national output which result from changes in the 
price level from real changes in output. In the analysis of real produc- 
tion and inflation in the system the availability of deflated statistics to 
be used in conjunction with those stated in current dollars assumes 
great importance. 

In 1951 die Department of Commerce first published figures on 
GNP in constant dollars for the United States. The work published 
so far (1952) is of an interim nature and undoubtedly many refine- 
ments and improvements will be incorporated in the final study so 
that results at this time should be regarded as tentative. Nevertheless, 
the importance of this type of data justifies the inclusion of current 
estimates at this time. In Table 50 estimates of GNP are expressed 
in dollars of constant (1939) purchasing power. 



TABUE 50 


• M 




& 


to Ot «} 
U) in 


to r >2 (C) 

00 o 


OKf O) 00 
OI Ml 
lO n 

u> 


l> OJ 
^ 0O ^ 


in oi oi 
I'i Ol 
to 
V* 


oi e<} q 
on to rH 
to 
(/> 


q M* ^ 
iri ■— I 
to ^ 

V* 


00 on oj 

e^i a> I 

ta I 


04 ■-( rH 

to i d 

in ' « 

o in on fh 

m! on * d 

m 
v> 

I-H q rH l> 

M l-H ■ 00 


q rH q 

■H fH 00 

to 





Ol 


Si 


Mt O O 


tfif v> 


m q q 
00 in 
o M 

FH 

CO- 

Of o to 


on tH M< 

S!i- 




q 
cd 
on 

w «>■ 


on q q 

oo o) m5 

Oj fh 


i> on !>. 
iri d 

Ol CM 


CM 


W <W- 


q q 00 

« “ 'T 


FH to 04 

5 d c5 

00 I 

«A< 


q Mj fh 
cd K> o) 
I 


to 


q 

oi 

04 


q 

oi 


to 

d 


to 

d 

to 


on 



Cu ^ 

g‘= I i 

■B i il 

9 ^ .3 Ci» 

il|§ 

iM|| 

S Is I § 

£ 02 o 


tr 

% 

t 


Survey of Current Business (July 1952). 


CHANGES IN NATIONAL INCOME 


455 


USES OF NATIONAL INCOME STATISTICS 

No one of the measures of national output should be 
considered better than another. One measure may be more useful 
than another for a given purpose, but this does not imply any con- 
cept of geneial superiority. Even in considering any one purpose 
there is sometimes disagreement among various authorities as to the 
relative usefulness of the statistics. For example, is the Gross Na- 
tional Product concept, as we have defined it, a better indicator of 
economic activity than national income? Maybe net national product 
is better than either, or again maybe a measure of GNP at factor 
cost rather than at market prices would be best. Possibly no definitive 
answer can be given. 

The five concepts— gross national product, net national pioduct, 
national income, personal income, and disposable income— aie useful 
measures of economic activity and the potential spending power to 
which that activity gives rise. Fluctuations in these magnitudes are 
an important indication of hoiv fully the community as a wliole is 
using its productive resouiccs. It must be realized that the measures 
of national output given in this section are aggregates. Of and for 
themselves, they are of little use. It is rather because they provide 
a framework for analyzing the Avorkings of the economy that they 
are useful. It is not the broad totals on which the emphasis should 
be placed, but rather on the various component parts as related to 
the whole. 

The significance of each of the various “measures" of how well or 
badly an economy is functioning can best be illustrated by examin- 
ing the relationship which exists among them. Employment statistics 
tell us ho^v much of the labor force is actively employed. Figures 
for physical output expressed in the form of an index demonstrate 
ho^v effectively or fully all productive capacity is employed. But 
there is no easy way in which to measure physical output directly. 
The GNF as a value ag^egate of all physical output is the most 
likely approach to the problem. This measure, however, includes 
a price factor. It is quite possible for the dollar value of physical 
output to rise while actual physical output is constant, merely be- 
cause prices lise. To obtain a picture of real changes in physical 
productivity, we need to deflate the GNP figure !)y the amount of 
the price rise. It is clear, therefore, that no single measure of eco- 
nomic activity is by itself adequate: all the elements-employment, 
price, output, gross national product, national income, etc.— are 
needed if the economic behavior of society is to be analyzed. 
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■ INFLATION AND DEFLATION 

The newer measures of economic activity go hand in 
hand ivith the newer goals ivhich are noAV being aimed at. These 
can be stated quite simply: As high and as stable a level of employ- 
ment, output, and national income as is possible in conjunction 
with a stable level of prices. The problem for the monetary theorist 
is to incpiire why and hoiv monetary changes influence changes in 
the above magnitudes and to suggest monetary measures Avhich will 
lead to the desired goals. In tlie majority of cases all these goals call 
for a common monetary policy. There can be instances in which 
the goals conflict. It is in these areas that the problems of the mone- 
tary authorities become difficult. A more careful examination of the 
nature of such pioblems will be made in the later sections of this 
book which are concerned "with monetary and fiscal policies. We do 
need, however, to analyze the problem on a general plane if we are 
to understand the nature of the issues at stake. 

In the older monetary literature inflation and deflation referred 
to paiallel movements of both prices and the stock of money. In- 
creases in the quantity of money accompanied price increases, and 
decreases in the stock of money accompanied falling prices. The 
newer emphasis upon stability of economic activity at high levels 
of employment and income has led monetary theory to shift its 
emphasis away from price levels and aivay from the more rigid 
versions of the quantity theory of money. Contemporary monetary 
discussion characterizes inflation as a situation in which the aggre- 
gate demand for goods and services exceeds the aggregate supply of 
these goods and services at the existing level of prices. Gontrariivise, 
deflation may be said to exist when aggregate demand for goods 
and services is less than the aggregate supply at the existing price 
level. 

Availability of national income data clearly show that the mani- 
festations which we have called inflation and deflation present 
neither simple nor symmetrical problems. While variations in aggre- 
gate demand bear some relation to variations in tlie general price 
level, the relationship is not direct. There are a variety of cases 
ivhich can best be classified on the basis of Tvhether or not '"full 
employment'* exists. Under conditions of unemployment and un- 
used resources increases in aggregate demand may largely affect out- 
put with little effect on prices; under conditions of full employment 
increases in aggregate demand will be reflected in a general rise in 
prices. While inflation may be characterized by increases in prices. 
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deflation may lead to downward movements of production and 
employment witli relatively little effect upon the general price level. 

Let us first take the problem of a contraction in economic activity 
as evidenced by a fall in the national product. The measurable 
decline is the result of both a fall in the price level and a fall in 
the degree of employment of resouices. In some sections (particularly 
farming) the important force is the fall in prices. In other sectors 
(particularly in manufacturing) prices may fall only slowly while 
the important shrinkage takes place in production and employment. 
For the economy as a whole employment may fall rapidly with only 
a slow fall in prices, or it may be the other way aiound. 

An expansion of economic activity falls into two broad categories. 
Expansion up to the point of full employment of resources can take 
place entirely in inci eases of production and employment with no 
accompanying price rises. In other words, expansion of activity may 
not be accompanied by inflationary symptoms. However, the use of 
Aggregates may be misleading. In periods of inflationaiy pressures 
the economy may suffer from bottlenecks in steel and transportation 
and from serious shortages of certain raw mateiials and foods. The 
price effects begin when inflationary forces run into these bottle^ 
necks. Thus, ^ve may very ^vell find price increases in some segments 
of the economy at the same time as other segments arc still only 
partially employed or even in a very depressed condition. As more 
and more segments of the economy begin to reach full capacity, 
expansion of physical production and employment becomes more 
and more dilHcult; the continuance of expansionary forces at this 
stage leads primarily to price increases ivith less than proportional 
accompanying production increases. Such a situation can be called 
"inflationary" only if we define inflation as an increase in the value 
of the national product which is not accompanied by proportional 
increases in physical production. On the other Iiand, we may reserve 
the term inflation as "true inflation" to a situation in which all 
sectors are fully employed and in wliich expansionary forces succeed 
only in driving prices up^vard ^vith virtually no change in physical 
output. 

The important difficulties of implementing monetary policy occur 
chiefly during periods of full employment, for it is during such 
periods that the economy is sensitive to the slightest changes in the 
economic conjuncture. II we examine various broad situations in 
turn, the strategic nature of tlie last-named case ^vill become more 
apparent. During a period of severe unemployment of resources the 
aim of monetary policy is a fairly clear one, namely, to provide ex- 
pansionary forces. If by doing so inflationary situations are brought 
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about in particular segments o£ the economy, these distortions are 
considcied a small price to pay foi achieving a reasonable level of 
employment and output for the economy as a whole. At the otlier 
end of the scale, if full employment exists and expansionary forces 
are afoot causing a true inflation, the immediate aim of monetary 
policy is equally clear— namely, to encourage contractionary forces. 
If by doing so, particular segments of the economy suffer from de* 
dines in production, this is once again considered a small price to 
be paid for pi eventing a runaway inflation and the collapse which 
sudi a runaway inflation may cause. 

The intermediate cases, hoivever, ivliere full or near full employ- 
ment exists, call for much finer judgment on the part of the monetary 
authorities. A slight pi'essme upwraid may result in inflation while 
a slight pressure dowmvard may result in a contractionary spiral. A 
continuous watdi becomes necessary to see that tlie equilibrium is 
not upset and to take opposite action when expansionary or con- 
tractionary movements become evident. On the other hand, there 
is alrvays the danger that a corrective attemjrt coupled rvith a quick 
change in business forces may steer the economy in the wrong direc- 
tion and hence on to either the Scylla of inflation or the Charybdis 
of recession. It is in such situations that some choice lias to be made 
witlr regard to the goals themselves and some ansrver attempted to 
the question of price levels versus employment. Those groups who 
fear unemployment more than they do a rise in prices will advise 
that the monetary authorities play safe as far as employment is 
concerned and face the risk of rising prices. On the otlrer hand, those 
groups who feel that price rises and the distortion which they bring 
are the prime cause of economic maladjustment will advise that the 
monetary autliorities play safe as far as preventing inflation is con- 
cerned and risk the danger of a recession in employment and activity. 
While there is no easy solution to these problems, the final answer 
must lie in improving our understanding of how and why monetary 
forces cause and/or accentuate the behavior of various segments of 
the economy and to what extent the effect of monetary causes can 
be predictably measured. It is witli drese problems that the next few 
chapters will be concerned. 

■ APPROACHES TO MONETARY THEORY 

Our understanding of the relationship betrveen mon- 
etary forces on tire one hand and economic activity on the other has 
undergone a continuous evolution. The development reflects the 
emergence of new problems, new emphasis on old problems, and 
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the changing goals which accompanied this emergence. Although 
no clear-cut divisions are possible, it will be convenient to divide 
the body o£ thinking on this subject into three main groups and 
to treat each of these in a separate chapter. While this treatment 
will correspond broadly with the chronological development of mon- 
etary theory it must be lemembered that there exists a great over- 
lapping of ideas. 

The classifications which we intend to make are as follows: 

1. Theory of the long-run value of money. 

a. Commodity appioach. 

b. Quantity theory. 

2. Theory of short-run changes in the price level. 

3. Theory of income and employment determination. 

The earlier theories of money were concerned in the main with 
the problem of hotv the long-run value of money is determined and 
’ hence confined themselves to the equilibrium relations between the 
money stock and the general level of prices. These theories are 
examined in the first of our four succeeding chapters. 

From these tlieories emerged a number of shoit-run dynamic 
theories which ^veie concerned not ivith long-run equilibrium as 
such but with the tvay in 'whicli changes in die money stock in- 
fluenced cyclical fluctuations of economic activity. The common 
point of all these theories was their empliasis on the fact that changes 
in the monetary stock affected economic activity through a primary 
effect on the level of interest rates. These theories are examined in 
the second of our folloiving chaptei‘s. 

The third and fourth chapters trace the important innovations 
introduced mainly by the publication in 1936 of the late Lord 
Keynes’ General Theory of Employment, Interest, and Money. This 
development was both a cause and an effect of the change in empliasis 
from the relation between the money stock and the price level to the 
relation between the money stock and the level of income and 
employment. 

The different approaches to money may be confusing to the begin- 
ning student of money and banking. He is apt to feel that one theory 
is valid and tlie others should be discarded, or he may become dis- 
couraged by the lack of agreement among monetary economists. The 
subject matter of economics is enormously complicated, and our 
knowledge of the operations of the economic system and the role 
, which money plays in it are still far from perfect. However, tre- 

mendous strides have been made in our analysis of economic activity 
and monetary economics over the past half century. 
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Each of the approaches to money discussed in the succeeding 
chapters makes sense. They are not necessarily contradictory. Rather, 
they represent diffeient logical frameworks in which the causal fac- 
tors are embodied. It is not difficult, therefore, to reconcile each of 
the theoi les with the others. 

QUESTIONS AND PROBLEMS 

1. Wliat IS meant by the “plurality of prices”? To what extent does this 
notion conflict with the concept of the value of money as the reciprocal 
of an index of prices? 

2. a. Lord Keynes stated that a “cliange in the value of money, that is 

to say in the level of prices, is important to Society only in so far 
as its incidence is unequal.” (Monetary Reform, New York, 1924, 
p. S.) Do you agree? Why or why not? 
b. One of the “two great drawbacks” of the present money economy 
is that it is so fatally easy to lend and to bonow— or to appear to 
lend and to bnriow things which are not really in existence at all, 
or even likely to come into existence. (D. H. Robertson, Money, 
4th ccl.. New York, 1948, p. 9.) Explain carefully. 

$. a. Educational institiitious in general receive a substantial proportion 
of their income from their investments in bonds. In a period of 
rising prices is it easy for them to increase salaries and thus offset 
fox their piofessois the effects of a higher cost of living? Is it easy 
for tliem to raise tuition fees sufficiently to enable them to offset 
the shrinkage in the real return from investments and to increase 
salaiies? 

b. During World War II did salaried people and unorganized workers 
whose wages did not rise as fast as did prices in effect pay indirect 
taxes? 

4. a. With respect to price level changes, are the interests of debtors and 

creditors wholly in opposition? 

b. Over periods of cyclical price increase, does labor as a whole gain 
or lose in real income? Why? Is this equally true for all sectois 
of labor? 

5. a. In cairying out the injunction to users of index numbers to "know 

your index numbers,” what leading problems involved in their 
compilation would you consider? 

b. Do you agiee with Fisher’s concept of an ideal formula? Why or 
why not? 

c. Contrast the usefulness of wholesale and retail price index numbers. 

6. a. Anange the following items (for 1950) in the form of a national 

income and product account so as to show gross national product 
and charges against gioss national product. 
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(/n mi //ions 
of dollars) 

Compensation of wages, salaries, supple- 


ments, employer contribution for social insurance, 
other labor income 3163,SSS 

Personal consumption expenditures 193,568 

Income of unincorporated enterprises and inventory 
valuation adjustment— business, professional, farm 35,964 

Rental income of persons 8,039 

Gross private domestic investment 48,867 

Corporate profits and inventory valuation adjustment 36,241 

Net interest 5,386 

Net foreign investment —2,304 

Government purchases of goods and services 42,499 

Indirect business tax and nontax liability 23,798 

Adjustment to charges against gross national product 
on account of business transfer payments, statistical 
discrepancy, and subsidies —1,308 

Capital consumption allowances 21,177 


b. Determine the value of the GNP. Explain the conceptual basis of 
GNP. 

c. Derive the value of the net national product. Show the method of 
derivation. 

d. Compute the value of the national income. What docs it represent 
or measure? 

e. Distinguish conceptually personal income and disposable income. 

7. a. In the United States inflation ocairred from 1914 to 1920 even 

though the nation remained on the gold standard. Explain how 
this was possible. 

b. In the United States prices fell somewhat during the 1920’s, yet 
critics of banking policy speak of the period as one of inflation. 
What evidence can they cite in support of their contention? Do 
you agree? 
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CHAPTER 17 


Long-run Theories 
of the Value of Money 


F 

LmAkly presentations o£ the theory of money were 
chiefly concerned with the long-run determinants of the value of 
money and hence with the determination of the general price level. 
Dtiring this period of intellecttial development there were ttvo oppos- 
ing schools of thought whose diifeiences stemmed from different 
assumptions resjjecting the nature of money. One group held th at 
money is accepted only beca use it ac tually c onsist S-^oL or can be 
freely converted into, a valuable commodity specified by law; the 
second group argued that 'money is accepted because the acceptor 
knows that he can, in turn, pass it on in exchange for goods and 
sendees; in other ivords, it Ls not intrins ic value which inche s money 
acceptable, but only the knowledge that money has the quality of 
being a generally acceptable medium of payment. 

These two premises gave rise to two schools of thought— the com- 
modity type theories of money on the one hand and the quantity 
theories of money on the othei . The latter represents by far the more 
impoitant strand of reasoning, and it is from the quantity type 
theories that modern monetai7 analysis has evolved. The commodity 
theories in contrast have only a limited application today. The fact 
that they are based on the assumption outlined above restricts their 
validity to systems in ivhich all money is either commodity money 
or is freely convertible into commodity money. All modern monetary 
systems, however, are characterized by severe limitations upon con- 
version of paper money into gold. Attempts to apply the commodity 
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theory to these systems will need to make the rather unrealistic 
assumption that paper money is acceptable only because people 
expect or hope for a resumption of free convertibility at some time 
in the future so tliat the value of die paper money is the discounted 
present worth of future prospects of redemption. 

In spite of ^this important limitation, however, there are several 
reasons for examining the commodity theory a little further. 

1. The commodity dieory does provide an analysis of some of the 
forces which explain historical changes in the value of money 
which occurred during the times in which freely convertible 
monies were the rule rather than the exception. 

Z More particularly it explains important monetary measures of 
as recent a date as 1933. 

3. It is not beyond the bounds of possibility that we shall once 
again see a convertible money system in which the now broken 
link between the value of commodity money and the value of 
one or a gi'oup of commodities will be revived. 

4. In considering the causation involved in the secular relation- 
ship between money on the one hand and price levels on the 
other, the commodity theory actually empiiasizes the depend- 
ence of the money stock on price levels. This emphasis provides 
a useful approach in considering the problem of causation. 

■ THE COMMODITY THEORY OF MONEY 

There has been no one ordiodox formulation of the 
commodity theory of money. The name, strictly speaking, is appli- 
cable to a whole group of theories which have a basic common 
feature— namely, that the value of money is only a reflection of the 
value of die money commodity and that the value of the money 
commodity is determined in the same manner as the value of any 
other commodity. Among this broad group are more specific theories 
—classified by some authors as the metallic or bullionist theories— 
which are centered around the problem of gold money (the most 
important single standard money system in modern times), which 
we shall take as representative of all tliose theories which link the 
value of die monetai^ unit to the relative exchange value of the 
"money-stuff *' which lies behind the monetary unit, and we shall 
ignore the other money forms. 

According to the bullionists, changes in the general price level 
are a reflection of clianges in the relative exchange value of gold. 
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The basic argument can be easily expressed by means of a simple 
numerical illustration. 

Let us begin with a situation in which the market equilibrium 
shows the following exchange ratios between three commodities— 
steel, wheat, and gold; 

1 Ton Steel = 10 Bushels "Wheat = 2 Ounces Gold 

Now, if the real cost of producing gold weie to rise or the demand 
for gold ^vere to rise relative to its supply, the market Tvould no 
longer be in equilibrium at these exchange rates. In the new equi- 
librium the exchange value of gold would obviously be higher rela- 
tive to steel and wheat. Let us, for example, say it will be t^vicc as 
high, that is, 

1 Ton Steel = 10 Bushels Wheat = 1 Ounce Gold 

Such alterations in relative value are continuously taking place in a 
dynamic society under the pressure of changes in tastes, discovery, 
and technology. 

Now, when we move away from a “barter” situation and think in 
terms of money, we introduce a new unit, for example, the dollar, 
and express relative values as “prices.’* But under a commodity 
money system the dollar is merely a counting unit which derives 
its acceptability only because it is defined by law as equivalent to 
(and is convertible into) a certain quantity of one of the valuable 
commodities. In our case let us say that the “dollar” is defined as 
of one ounce of gold. Since the “dollar” is not ever wanted for 
its own sake, but only for the ounce of gold ^vhich it contains, 
the relative exchange values of commodities will be exactly the same 
under a “price” system as they were under a liarter system. In the 
example above where we had; 

1 Ton Steel = 10 Bushels Wheat = 2 Ounces Gold 

we Avould now have: 

I Ton Steel = 40 Dollars 
1 Bushel Wheat = 4 Dollars 

A change in the excliange value of gold relative to otlier commodi- 
ties would automatically be follo^ved by a change in the dollar prices 
of these commodities. In the situation above where the new equi- 
librium rates became: 

1 Ton Steel = 10 Busliels Wheat = 1 Ounce Gold, 
prices would become; 
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1 Ton Steel *= 20 Dollars 
1 Bushel Wheat « 2 Dollars 

Looked at in this way the price level (that is, the average of all com- 
modity prices), is nothing more than the “value of the money metal 
relative to all other goods” ^ and variations in the price level are due 
to variations in the relative value of the money metal. 

Under a pure specie money tlie stock of money and the prices of 
other goods in terras of the money commodity are determined in 
the market by tlie demand for the commodity for monetary and 
other uses and by the supply of the commodity which is ultimately 
determined by costs of production. In equilibrium, the cost of pro- 
ducing a unit of the money commodity is equal at the margin to a 
unit of tlie commodity. 

If discovery or invention makes the production of the money 
commodity relatively cheap, its cost of production will fall below 
its price, output will be stimulated, and the stock of money will tend 
to increase at a greater rate than that required to keep prices stable. 
Equilibrium will be restored when the increased stock of money 
has raised the prices of other commodities, and hence the cost of 
pioduction of the money commodity, suiHciently to reduce the out- 
put of the money commodity to its normal level. A rise in the prices 
of other goods increases the cost of producing the money commodity 
and so tends to reduce the current rate of production; it also makes 
tlie money commodity relatively cheap for nonmonetary uses and 
tlius tends to reduce the fraction of the existing stock used for 
monetary purposes. Both effects tend to halt and reverse the rise in 
prices. 

In order to complete the understanding of changes in the price 
level, the commodity tlieory needs to go further and explain varia- 
tions in die relative exdiange value of gold. Even if we restrict our 
attention to a pure specie money system, the commodity tlieory 
breaks down when we attempt to analyze the cause of fluctuations 
in the exchange value of gold. The value of gold must depend on 
two factors: 

1. The supply of gold, 

2. The demand for gold. 

Since gold is practically indestructible, the stock of gold is the 
result of centuries of accumulation. Because current output of the 
money commodity is generally a small fraction of the total existing 

1 J, L. Laughlin, Prindpies of Money (New York, 190S), Chap. 9. 
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Stock, the stock of the money commodity can be taken as almost con- 
stant over the short period.^* Since changing cost factors can bring 
about only very small changes in the stock of gold, the main cause 
of fluctuation in tire value of gold must lie in the demand for gold. 

Although part of this demand (the industrial demand, and the 
demand from Oriental countries for a hoardable commodity), is a 
demand for gold per se, the largest segment of demand is the demand 
for its use as money or as backing for paper money. This demand 
is determined by tire volume of trade and economic activity, and 
this in turn is strongly influenced by rvhat is happening to the price 
level. Thus, the general price level far from being delei mined by 
the relative value of gold, is an important deteminant of the de- 
mand for gold and hence of what this value shall be. It rvould appear 
tiierefore that even in the case of a pure specie money system, the 
analysis provided by the commodity theory is incorrect. 

AMERICAN GOID PURCHASE AND THE COMMODITY THEORY 

The commodity theory at least in part provides a 
theoretical foundation for the gold purchase jirogram initiated in 
the United States in 1933. At that time, the price level and economic 
activity in this country, as ivell as in the rest of the world, ^vere at 
very depressed levels. It was felt that any measure ivhich would biing 
about a rise in the price level would assist in initiating the move- 
ment toward over-all economic recovery. The solution prescribed by 
the commodity theorists was that 

1. Commodity prices are a reflection of two factors. 

a. The relative value of gold. 

b. The deflnition of the dollar in the terms of gold. 

2. It would be possible to double the price of all commodities by 
merely doubling the price of gold. 

For example, the price of steel of §40 per ton in the previous 
illustration (page 465) is a result of 

1, a. The relative value of steel to gold, that is, I Ton Steel ss 2 

Ounces Gold. 

b. The dollar price of gold whicli is §20 per ounce. 

2. By doubling the pi ice of gold per ounce to §40, tlien 1 Ton 
Steel a $80. 

sWlth given technical methods of production Cor the money commodity, output 
is greater when the value oC the money commodity is higher (the pnee level lower) 
than when the opposite situation prevails. 
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This reasoning apparently had a strong influence in bringing about 
the devaluation of the dollar in 1938-1934 when the dollar price of 
gold was raised from $20.67 per ounce to $35 per ounce, 

According to tlie commodity theorists, tliis should have changed 
all prices upward by some 70 percent. Apparently the modem world 
did not behave as the commodity theory prevised. Almost everybody 
continued to reckon in terms of dollars~>and not in terms of gold. 
Prices did not change perceptibly subsequent to the devaluation. 
Later in the year a slight rise of prices did take place— but for reasons 
which were not connected to the reasoning of the commodity theory. 
Part of the rise was due no doubt to an influx of gold and to a rise 
in the dollar value of the reserves of the banking system, which 
aflected prices througli its effect on the stock of money. But tliis is 
the modus operandif not of the commodity theory at all, but of the 
quantity theory of money. Part of the price rise might be attributed 
to a stimulation of American exports induced by tlie new lower value 
of American goods in terms of foreign currencies. The events follow- 
ing 1933, therefore, can be taken as a demonstration of the inade- 
quacy of the reasoning rvhich lies behind the commodity theory. 
Gold and the movements of gold do play a role in influencing the 
stock of money and hence do influence the price level. But the value 
of money itself cannot be reduced to a problem which concerns 
itself only with the relative exchange value of gold. 

■ THE QUANTITY THEORY AND ITS THEORETICAL SEHING 

We turn now to examine the otlier and more impor- 
tant branch of monetary reasoning about the value of money. Before 
analyzing the quantity theory itself, however, it will be necessary 
to review briefly tlie place assigned to monetary theory as a whole 
within the general framework of economics. An understanding of 
this point iviil help us to note both tlie shortcomings of the quantity 
theory as well as the later transition to modern monetary analysis. 

Beginning with the classical authors of the early nineteenth cen- 
tury, the main stream of economic analysis reasoned in '‘real" terms: 
All exchanges are fundamentally the exchange of goods and services 
against other goods and services. Money is only a medium which 
facilitates the exchange by providing an intennediary link into 
ivliich goods are exchanged and which in turn is exchangeable into 
other goods. Apart from this facilitating or "lubricating” function, 
money plays no integral part in the working of the economic ma- 
chine. In order to understand the working of the economic system, 
the "real” analysis looked beneath the veil of money. 
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THE QUANTITY THEORY AND ITS THEORETICAL SETTING 

In their search for fundamentals, the theorists examined economic 
behavior as if money did not exist. Thus, the act of saving was 
thought of as an act of surrendering a certain propoition of one’s 
real income; value was defined as the rate of exchange between one 
good and other goods; the rate of interest was regarded as a per- 
centage premium which borrotvers paid for the use of goods and 
resources surrendered to them by the lender. Money prices were 
regarded as surface phenomena which were superimposed on the 
network of "real” relationships. Further, it was believed that it was 
immaterial to the real relationships whether “prices” were expressed 
in terms of one unit of account or another — ^just as long as the unit 
itself was constant. 

ROLE OF THE RATE OF INTEREST 

One important foundation of the whole classical sys- 
tem of reasoning was the classicists* theory of interest. This theory 
contended tliat the rate of interest was dependent on "real" factoi's— 
the demand for capital on the one hand and the supply of capital 
on the other. The demand for capital, in turn, was an outcome of 



FIGURE 28 FIGURE 29 


the desire of some groups within the economy to build new capital 
goods (new factories, new plant and equipment) and to engage in 
investment activities in general. The supply of capital was a function 
of the willingness of the economy as a ivhole to save, that is, to 
abstain from immediately consuming the entiie available income. 
It was believed that the schedule of demand for capital ^vas nega- 
tively related to the rate of interest (Figure 28). In other words, the 
lower the rate of interest, the greater would the demand for capital 
be. The supply of capital, or savings curve, on the other hand, was 
postulated as having a positive slope (Figure 29). The reasoning 
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behind this Tvas that higher rewards for saving (in the form of a 
higher rate of interest) ^vould induce greater savings. 

The rate of interest is the result of these two forces acting in 
conjunction. It was also the "price” tvhich rvould ensure that all 
savings ivould exactly be absorbed by investment. If savers attempted 
to save more (Of) than borrowers were willing to invest (Og) at a 
given rate of interest (/»), then competition between savers would 
force the rate of inteiest down until a position of equilibrium (7b) 
is achieved at which the discrepancy no longer exists since the quan- 
tity of savings offered is equal to the quantity demanded. The opera- 
tion of the reasoning is depicted in Figure 30. 



FIGURE SO 


USE OF SAY'S LAW 

This reasoning provided the formal basis for a very 
important assumption of classical economics. This assumption— 
known as Say's Law— ^vas that a given volume of production auto- 
matically created sufficient demand to absorb that volume of produc- 
tion. In Figure 31 the total product of the economic system is viewed 
in two ways. Firstly, the entire physical result of the productive 
process is thought of as a supply stream of goods and services. 
Secondly, the costs of producing this stream (including profit as a 
cost) are vieived as total community real income which must be 
exactly equal to the supply stream. If savings did not take place at 
all, it is easy to see that tlie expenditure of incomes would give rise 
to a demand for goods (total effective demand), exactly equal to the 
supply of goods and services (total effective supply) at the existing 
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price level. But i£ savings take place, not all income is expended. 
Does this mean that effective demand will fall short of effective 
supply? No, for as we have seen, the \oluine of demand for invest- 
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Production 
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Income » Expenditures + Savings 

FIGURE 31 

ment purposes will be exactly equal to the volume of savings, thanks 
to the action of the rate of interest. Thus, the effective demand for 
consumption and the effective demand for investment would just 
exactly equal the effective supply of all goods. 

■ THE EQUATION OF EXCHANGE 

We have seen that economic theory proper was con- 
cerned in the main tvith explaining the underlying relationships 
bet^veen economic forces which give rise to a system of relative 
exchange values between goods. Money prices were regarded as a 
translation of these basic exchange ratios into absolute terms. The 
only role played by the purely monetary factor in the classical system 
was to determine the level of absolute prices. Thus, the only task 
of monetary theory within the classical system was to explain fluctu- 
ations in the value of the monetary unit or die unit of account and 
hence to explain fluctuation in the general level of absolute prices. 
We have already seen how the commodity theoiists solved this prob- 
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lem by arguing that the absolute price of any good (or group of 
goods) was tlie result of the gold price of that good multiplied by 
the money price of gold (which is nothing more than the statutory 
definition of the money unit in terms of gold). 

The quantity theorists took a much broader vie^v and began ^vith 
die premise that money ivas not rvanted for its own sake, but only 
because of the command over goods and services ivhich the possession 
of money gives to the holder. In order to get any satisfaction or 
utility out of money, its owner first had to spend it. But unlike any 
other commodity which is used, money is not “used up"; It merely 
moves into somebody else's possession, ^vho in turn uses it by spend- 
ing it. Of course, not all money which comes into people's possession 
is spent. Part of it is set aside and loaned out to borrowers. But bot- 
lowers themselves do not borrow except to use the proceeds of their 
borrowing, ivhich can only Ije done by spending it. Thus* ive can 
say that all money ivhich is received is spent— either directly by its 
recipients or indirectly througJi being loaned and then spent. 

Now, each item or piece of money circulates at a different speed 
from other pieces, A particular one-dollar bill may pass through 
fifty hands in the course of a year and tlius do "$50'’ worth of busi- 
ness; another piece may lie idle for longer stretches between each 
transaction and achieve only “$3” worth of business. Similarly, each 
dollar held as a bank deposit can accomplish many dollars ^vortli 
of business in tlie course of a year. Bank deposits, of course, are not 
visible money, but the principle is the same. When an individual 
writes a check for $10 against his deposit with a bank, this much is 
extinguished from his account, but it reappears as an increment to 
another account. If each dollar (whether in currency or in the form 
of a bank deposit) of money in our system is tagged with a numeiical 
subscript, and the number of times tliat paiticular dollar (let us 
say $li) turns over during the course of a year is tagged with a 
similar subscript (Vi), then the total work which all the money 
achieves in a year is given by 

$liP^i + $IaP^2 +$laP^8 -p . . . -j- $lnVn 

The sum of the series represents the total spending which has taken 
place in the economy. 

Now, Vu Ka, • • • J'fl is each a different figure. If we take the average 
value of these figures for the year and call it V (with no subscript), 
then ive can express the total work achieved by all die money in the 
economy as M 1^ where M is the total quantity of money. 

Every time some money is spent it is exchanged for an equivalent 
value of goods or services. We can think of the total trading of a 
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country as consisting of a stream of money flowing in one direction 
and a stream of goods and services flowing in the opposite direction 
in exchange foi one another. If each of the units oL goods and ser\'- 
ites exchanged is called 1%, 7 2 , 7® « • • T„ and the puce at which 
each unit is exchanged is called /»„ Pg, Pg . . . p,„ tlien we can express 
this stream as the sum of 

Pi T, + P 2 T 2 + P«T, + ' • • + p«n 

or in more general terms as PT, 

Since total money spending must be ecjual to total value of goods 
and sei vices on which that money has been spent, we can readily see 
that MV must equal PT, or in equation form 

MV ^ PT 

77iis identity is tlie famous equation of exchange where during tlie 
period of time envisaged, 

M is the total quantity of money. 

V is the average rate of turnover of that money— or moie biiefly 
the velocity of money, 

P is the aveiage price level of all goods and sendees traded. 

T is an expiession for the total units ui all goods and sei vices 
tiaded. 

In itself the equation of exchange is not a "theory” since it says 
nothing about what determines what. U is a mathematical identity 
expressing the volume of business in two ^vays— by measuring the 
money spent and the value of goods exchanged. The identity mmt 
be correct if its component terms are defined correctly. Its usefulness 
lies in the fact that it reduces the vast and complex network of trade 
into two basic factors— the demand foi money (which is equivalent 
to the supply of all goods offered against money) and the supply of 
money (which is equivalent to demand for all goads). Tliese fectoi-s 
in turn are analyzed as consisting of two key variables each. The 
demand for money (or supply of goods), PTj is made up of T-tlie 
volume of goods and P the aveiage price level of goods. The supply 
of money MP is made up of the volume of money M and V the 
aveiage velocity of circulation of money. Underlying Af, and T 
are a host of objective facts and human decisions which ultimately 
determine them. 


t 
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■ THE QUANTITY THEORY-THE TRANSACTIONS APPROACH 

The quantity theory uses the basic framework of the 
equation of excliange in order to describe the causal mechanism by 
tvhich the price level is determined. According to the boldest form 
of the quantity theory, the volume of money determines the price 
level; the latter varies directly and in proportion to changes in the 
volume of money. In this crude presentation the quantity theory is 
as old as economics itself.^ In the classical foundation of the quan- 
tity theory as expressed by John Stuart MilP the importance of 
“velocity” is recognized as a factor on the supply side of the equation. 
However, with the publication in 1911 of Irving Fisher’s The Pur- 
chasing Power of Money ® the assumptions and premises of tlie quan- 
tity theory were subjected to a comprehensive examination. 

The Fisher formulation divides the volume of money into tivo 
components: 

coin and paper currency—M 
and demand deposits~M' 

and similarly distinguishes between the velocity of circulation of 
coin and paper cuirency {V) and the velocity of demand deposits 
{V*). Thus, instead of 

MV^PT 

we have 

MV + M'P = PT 

Fisher’s analysis proceeded as follows: 

1. The price level, P, is noimally the one absolutely passive ele- 
ment in tlie equation of exchange. It is controlled solely by tlie other 
elements in the equation of exchange, but exerts no control over 
them.® 

2. The total volume of transactions, T, which is equivalent to the 
total physical volume of trade, is determined by population, natural 
resources, and technical developments. These cliange only slowly, 
and T am be regarded as constant over short periods of time. Fisher 
ivas assuming that full employment of all resources would normally 
exist. 

3 David Hume, PoUttcal Discourses (1762). 

«John Stuart XtiU. Principles of Political Economy (18^8), Book III. 

B Irving Fiahei, The Purchasing Power of Money, rev, ed. (New York, 1926), 

sibld^ p. 172. 
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3. V and V* depend on factors which are also “normally" quite 
stable and can therefore also be considered to be independent of the 
other factors in the equation. Among the factors influencing V and 

Fisher includes individual payment habits; the system of pay- 
ments in the community such as the frequency of receipts and dis- 
bursements and the regularity of receipts and disbursements; the 
density of population and the development of transportation/ 

4. M', the volume of deposit money, "normally” bears a constant 
ratio to the quantity of coin and currency and “under any given 
conditions of industry and civilization deposits tend to hold a fixed 
or normal ratio to money in circulation." * 

5. Since a change in M produces a proportional change in M', 
since V, V', and T can be i egarded as constant and P is passive, then 
variations in the price level, P, must be due to variations in Af. In 
Fisher's words ‘^ne of the normal effects of an increase in tlie 
quantity of mon^ islfh exactfy proportional increase in the general 
level of prices ... we find nothing to interfere rvith tlie truth of 
the quantity theory that variations in money (AT) produce normally 
proportional changes in prices.” ® 

The validity and usefulness of Fisher’s theory depend of course 
on the validity of the assumptions which underlie it. Are f', V', and T 
independent of M and PF Is the price level always "passive"? Is the 
ratio between M* and M a fixed one? Fisher himself recognized that 
during periods of transition and in the short run one or more of 
these assumptions might be invalid-^but held, nevertheless, that such 
periods are actually temporary and that in the long run the more 
“normal” relationships would hold.” Thus, the usefulness of the 
quantity theory is limited only to long-run periods, and Fisher’s 
analysis is not applicable to those “transition" periods in ivhich both 
velocity and trade are undergoing changes. 

If such periods of transition are the exception rather than the 
rule, their existence would not seriously affect the usefulness of the 
quantity theory. However, even Fisher observed that “periods of 
transition are the rule and those of equilibrium the exception.” 

• During these periods almost all the assumptions of die quantity 
theory are unjustifiable. The price level far from being a passive factor 
often plays a decisive role in determining the volume of trade, T. 
T itself can be regarded as being determined by external factors 
(such as population, technology, etc.) only if continuous automatic 
full employment is assumed. In practice^ "however, the volume of 

p. 79. yojbtd^ pp 169-170. 

• /bid., p, 151, «-7bid., p. 71. 

9 Ibid., pp. 167. 188. 
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employment varies continuously with the business cycle, and T 
needs to be introduced into the framework of analysis as both a 
cause and an effect of changes in the othei elements of the equation 
of exchange. Moreover, the elimination of velocity as a constant is 
unjustified. There are strong indications that the velocity of circula- 
tion is affected cyclically by the volume of transactions, which are in 
tuin linked to the behavior of prices. Finally, the quantity of demand 
deposits and the velocity of circulation cannot be regarded as txvo 
separate magnitudes, for they appear to be closely linked in practice. 
Greater activity ivhich lends to moie rapid use of money also leads 
to greater use of bank credit and hence to a rise in the volume of 
bank money in existence. The existence of these numerous causal 
cross-relationships among P, T, V, and M tends to render less useful 
the quantity theory as an analytical device. 

■ THE QUANTITY THEORY-CASH-BALANCES APPROACH 

The cash-transactions or the transact ions- velocity ap- 
proach as it is sometimes called, enjoyed its greatest popularity in 
the United States, due largely to the work of Irving Fisher. In Europe 
—and particularly among the Cambridge economists (Marshall, 
Pigou, Keynes, and Robertson)— a slightly different appioach, known 
as the cash-balances tlieory, ^\'as used in expounding the quantity 
tlieory of money. 

Like the transactions-velocity version explained above, the cash- 
balances version approaches the problem by comparing the total 
stock of money (Af), against the total volume of trade {PT), achieved 
by the use of money. Since, however, the money stock M is a static 
concept and refers to a moment of time whereas the volume of trade 
PT refers to a period of time (most commonly a year), a direct com- 
parison of Af against PT is not meaningful. In order to achieve a 
comparison, the transactions-velocity approach adjusts the stock of 
money by a I'elocity-per-period factor F, giving a stock of money 
factor equal to MF which can now be equated against PT since 
both factora refer to the same period of time. We then have 

MV = PT 

The cash-balances theory uses an alternative approach. Instead of 
adjusting Af by a velocity factor in order to equate it with PT, it 
adjusts PT by a A factor in order to equate it against M. The k 
concept asks "over hour large a propoition (a tenth, a twentieth, etc.) 
of their annual expenditure stream do people try to have command 
by the holding of money"? In other words, the demand for money 
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is thought of as being definitely related to the volume of annual 
trade, tliat is, demand Cor money =* PT-k. In this form the demand 
for money PT-k refers to a moment of time and thus is comparable 
with the supply of M which also refers to a point of time. If demand 
and supply are equal, ive can say 

M = PT>k 

In many respects the two fonnulacions amount to exactly the same 
thing. V = PT/M represents the number of times per year that M 
revolves in achieving a total volume of tiade. PT‘k = M/PT repre- 
sents that fraction of a year’s tiade wliith the total money stock will 
achieve if it turns over just once. Thus, V and k are reciprocals and 
l/V can be intei'changcd with k to give ideiifical ie.sults. As Robert- 
son has stated, the two types of equations are leally diffcicnt observa- 
tions of the same phenomenon; the c :i$h-balnnccs approach is con- 
cerned witli “money sitting" and the cash- transactions approach with 
"money on the wing." ” 

TJie cash-balances appraach, however, contains an important em- 
phasis ivhich is not oliserved in the transactions version. This is the 
emphasis which the k concept places on human motives in contrast 
with tlie highly mechanistic nature of the velocity concept. It is this 
fact ivhich led the Cambridge economists into a consideration of 
several important channels along which monetary theory has de- 
veloped in the last two decades. For, in attempting to understand 
the determinants of k, and the reasons for its stability, oi* instaliiUty, 
monetary theory had to ividen its scope of inquiry to include piob- 
lems of uncertainty, the rate of interest and other magnitudes ivhich 
the transactions vei*sion left unconsidered. 

Let us return to the equation Af s= This analyzes an egui- 

librium condition in whicli the demand for money to hold (a pro- 
portion k of annual trade PT), is exactly equal to the stock of money, 
Af, available for holding. But what if PT • k were not equal to Af ? 
How ^vould diseciuilibrium be transiorraed into equilibrium? Ac- 
cording to tlie cash-balances version, the answer was much the same 
as Fisher had given. If M and PT'k ivere out of equilibrium, then 
they would be brought into equilibrium by a change in either 
M, P, Tf or k. Since “ft" is determined by external forces— human 
propensities, habits, and the like— ive can eliminate changes in ft as 
the equilibrating factor. Similarly, if T is determined by the volume 
of natural resources, population density, technology, etc. (like Fisher, 
the Camb ridge economists also assumed full employment was the 

18 D. H. Robertson, Money, 4th cd. (New York, 1948), p. 28. 
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siut^atic normal state of affairs),, we can also eliminate changes in 
T"ara possible source of equilibration. 

This leaves only M and P. Now, there is no way in which the 
community as a whole can change the volume of M. An individual 
holder of money can increase or decrease his individual holdings— 
but only by spending less or more (faster or slower) than he has been 
accustomed to do in tlie past. But everybody cannot increase or 
decrease his stock of money in this manner, for what one succeeds 
in spending must be some other individual’s receipts. The attempt 
of all people to decrease their money stocks by more rapid expendi- 
tures can result only in inci eased expenditure on goods, services, 
and tlie other things on which the money is spent. If T is constant, 
this can result in only one thing— an increase in the price level. 
Similarly, any attempt by all people to increase their money stocks 
will result only in deceased expenditure on goods and services, and 
hence in a declining level of prices. 

The change in the price level (P) will continue until a situation 
is adiieved in which M and FT are once again in equilibrium. 
Thus, P (the value of money) at any moment of time is fixed at the 
level where the supply of and demand for money are equalized. This 
conclusion is essentially the same as that arrived at by Fisher— 
namely, that witli a given k (or V) and T, changes in die money 
stock normally result in a proportional change in the price level. 

It was in proceeding beyond this point in the analysis that the 
greater flexibility of the cash-balances approach found its expression. 
Aldiough Fisher and others did devote some examination to situa- 
tions m which velocity is a variable factor, the medianistic nature 
of V did not lend itself to easy analysis. The k concept, linked as it 
ivas to motiveSj did lend itself to treatment as a variable. For instance, 
the M = PT *k equation can just as easily be used as a framework 
for analyzing changes in the price level due to changes in* k as it 
can be used for analyzing changes initiated by changes in M. Thus, 
we can begin with a given equilibrium between the supply of and 
demand for cash balances at a given k and trace the effect which 
changes in k will have. Let us take a numerical example. 

M s $80 million 
PT = $800 million per annum 

^ “ M.0 

This is an equilibrium position. The economy desires to hold 
of $800 million, that is, $80 million, in the form of money— and 
since the stock of money is exactly equal to $80 million, the commu- 
nity as a whole is satisfied and there are no forces present which 
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tend to upset the equilibrium. Now let us say that for some reason 
or other, the community should wish to decrease the proportion of 
PT ($800 million), which they hold in the form of money from Mo 
to Mo* This means they wish to decrease their cash holdings from 
$80 million to $40 million. Unless the monetary aiithoiities decrease 
M there is no way in which the community as a whole can achieve 
its desire. What each individual member can do is to expend his now 
redundant money holdings and exchange money into goods and 
sei vices. Since everybody is attempting to do the same thing, and 
since T, the physical volume of goods and services cannot increase 
in the short run, the only effect which the behavior will have is to 
drive up tlie price level. When the pi ice level has doubled, then PT 
will have doubled (in terms of dollars), from $800 niillion to $1,600 
million. At this point the total money held by the community ($80 
million), which we have assumed remains unchanged, does represent 
Mo of the total volume of trade (now $1,600 million). The k desire 
is satisfied, and the situation is one of equilibrium once again. 

When the cash-balances version retained a strict interpretation of 
the quantity theory—namely, that changes in money supply led to 
proportional changes in the price level— the examination of the k 
factor itself led to conclusions not very different from those estab- 
lished by Fisher with regard to velocity. Although the motives for 
holding money could be analyzed more directly than the causes 
determining velocity, the main emphasis was placed on the so-called 
“tiansactions" motive for holding money. This referred to the fact 
that businesses and individuals found it necessary to hold a ready 
money supply to bridge tlte gap between receipts and disbursements. 
The amount of money so held was first to be related to the volume 
of trade, to paying habits, and most of the other factors Fisher had 
taken into account in explaining the determinants of F. Like Fisher, 
the Cambridge School concluded that k was dependent on fairly 
stable factors and would, therefore, itself be a stable figure. They 
also further concluded that the sole important cause of changes in 
the price level was changes in the stock of money. 

■ THE QUANTITY THEORY-INCOME VELOCITY 

In the familiar transactions-velocity equation MV ^ 
PT “ all payments are related to tlie stock of money. PT represents 
die total value of all transactions involving the use of money, and 
this is obviously equal to total spending MV, The average transac- 

u Or MV 4< AVV* zs PT, if we wish to distinguish, betu'een currency m circulation 
(Af) and demand deposits (AP), 
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tions velocity (JO is simply PT divided by the stock of money M; V 
is a measure of the turnover of money in all its uses. 

The total value of tiansactions includes not only newly produced 
final pioducts whose production generates income and emjprdyment, 
''but it also includes every purchase and sale of raw materials and 
semifinished goods as they piogress through the various stages of 
manufacture; it also includes financial transactions such as the ex- 
change of previously existing rights, claims, and titles. Thus, MV 
represents a much Larger volume of spending than that ^vhich sup- 
ports current production and employment. 

Because of their interest in the interrelationship of money and tlie 
quantity and prices of final prorlucts currently piodiiced, some econ- 
omists have preferred to deal with a form of quantity equation relat- 
ing the stock of money to the Gioss National Product or National 
Income. The income velocity of money (or ch'cular velocity as it is 
sometimes called) ” is the ratio of the GNP “ to the stock of money. 
By income velocity ^ve mean the aveiage number of times in a given 
period that each dollar of the monetary stock passes from consumer 
to producer through the production and exchange pioccss and so 
back to consumers. Suppose, for example, that the stock of money 
in a given period is equal to $200 billion and total expenditure on 
final output (GNP) amounts to $300 billion in the same period. 
Then the income velocity of money (Vy) can be obtained by dividing 
total expenditure by the stock of money. 

Vy ^ PyTy/M 

where Py is tlie average price level of final products. 

Ty is the physical volume of final pioducts. 

M is the stock of money. 

Vy, the income velocity of money, is 1.50 per year or .125 per 
month. The link betiveen money and income in value terms is the 
income velocity of money (My). 

Part of the stock of money is used to piu’chase the final products 
that comprise GNP; this portion of the money stock is often de- 
scribed as the active balances of money. Another part of the mone- 
tary stock consists of cash balances used to finance that portion of 
transactions that is not included in the final products of the economy; 
these aie often called transfer balances > The third and last com- 
ponent of the monetary stock consists of cash ^vhich is immobilized 

n Sec J. W. Angcll, The Behavior of Money (New York, 1936) 

IB Some writers prefer to rcLite the stock of money to Nec Nnlional Product or to 
National Income. 
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in idle balances for contingency or speculative purposes; these bal- 
ances are characterized as horn els. 

We have defined income velocity as the ratio oE national income 
produced in a given period to the avciage stock of money available 
to the community duiing the same period. It should be apparent 
that the second and third components of the stock of money have 
an income velocity equal to zero. Put differently these last two com- 
ponents of the monetary stock play no part in making the payments 
that comprise the GNP. The active cash balances carry the load.^® 

The income velocity of money depends upon three sets of factors. 
The fiist concerns the rate at which active balanccs—used to finance 
national income— move iioiu lecipients of income to producers of 
goods and services and back to individuals as income. The income j. 
velocity of active balances is determined by the payment hahits of 
ffi(e"pcbple7'by the chaiacter of business organization, and by the/’ 
workings of the mechanism for tvansfening payments. These factor sj / 
are generally stable from year to year and hence the income velocity j 
of active balances is stable over time. 

It should be pointed out that the income velocity of active balances 
determines either (1) how much active money at minimum is needed 
to finance a given GNP (or national income) or (2) how large a 
national income can be financed with a given stock of money devoted 
to active balances. Thus if we know 

Mfl- Vya = PyTy 

where Ma is the stock..o£ money devoted to active balances. 

Vya is the income velocity of the stock of active money. 

Py and Ty remain as above. 

Given PyTy and Fya, we can solve for Ma. Given Ma and Vya, we 
can solve for the national income. Note that these solutions do not 
imply drat the stock of money determines national Jmome or con- 
versely that national income determines the stock of money. 

The second factor determining the income velocity of money is 
the share of the total stock of money which is held as transfer bal- 
ances- with zero income velocity. The third factor affecting the 
income velocity of money is the fraction of the money stock held 
as hoards. The greater the demand for these balances with zero 
income velocity, the smaller is the share of the total money stock 
available to finance purchases of final products. If the income velocity 
of active balances is gi^'eii, the size of the national money income 
is limited by the monetary stock available to purchase final products. 

IB Sec Shaw, op. cit.^ pp. 345*352. 
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Thus, an increase in hoards or transfer balances may serve to reduce 
die GNP. 

As long as tlie income velocity of money is governed by the income 
velocity of active balances and the latter is stable, we should expect 
to find the income velocity of money remaining stable over time. 
There is evidence to show that between 1899>1929 income velocity 
displayed a marked tendency towards stability.'^ 

The factors affecting the income velocity of money which would 
be expected to produce substantial year to year fluctuations in 
income velocity are changes in transfer balances and hoards. The 
decline in income velocity since 1929 has raised speculation as to the 
possibility of a secular decline in this economic magnitude. On the 
one hand, there are authorities who explain the post-1929 decline 
in income velocity mainly as a result of the abnormalities of the 
depiession” and war periods. Still others feel that the community’s 
demand for cash balances has undergone a fundamental change so 
that the ratio of cash balances to income has risen permanently.” 

QUEST/ONS AND PROBLSMS 

1. ’’A 'quantity tlieory' [of money] as a closely defined conception, leav- 
ing no room for ambiguities, does not exist. We have not one theory 
but an indefinite number of tlieoiies, all of tliem recognising the 
influence of the quantity of money on prices, but every one m a 
different degree and extent." (J. S. Lewinski, Money, Credit and 
Prices, London, 1929, pp. 93-94.) Discuss this statement critically, 
referring to the two leading approaclies to the quantity theory of 
money, 

2. "The major price stvings up to the middle of the nineteenth century 
appear to correlate clearly with gold and silver production. Since 
then, and partiailaily in recent decades, they do not." 

a. Why may tliis be true? 

b. Does this make out a case for either a quantity or a commodity 
theory of money value? Why? 

3. a. Does tlie quantity theorist necessarily assume tliat the material 

of which money is made is of no consequence in determining its 
value? 

b. Is the quantity theory applicable to a gold standard nation? By 
what means is the supply of gold controlled so as to keep its value 
in the arts and its monetary value identical? 

iTj. W, Angell, The Behavior of Money (New York, 1936), and Investment and 
Btisiness Cycles (New York, 1941), Chap. 0. 

u Angell, The Behavior of Money, ojt. cit„ p. 139. 

IB See C. AVarburton, "The Secular Trend in Monetary Velocity," Qitarterly Journal 
of Economics (February 1949): also his "The Volume oE Money and the Price Level 
between the World Wars," The Journal of Political Economy (June 1945), 
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4. a. The equations of the quantity theory “are nothing more nor less 

than shorthand expressions designed to indicate the nature of tJie 
variables whose operation can be shosvn to influence prices." 
(A, \V. Margct, The Theory of Prices, New York^ 1938, Vol. 1, 
p. 81.) Do )au agree? Explain the basis for your answer. 

b. Explain why k is the reciprocal of V, 

c. Do the equations represent any particular theory of price-level 
determination? 

5. a. Why is the title of this chapter "Long-Run Theories of the Value 

of Money"? 

b. How is the type of theory a writer favors related to the view he 
holds respecting the nature of money? 

6. Explain the twofold theoretical basis for the classical assumption, in 
developing the quantity theory, that full employment existed. 

7. "So long as theie is unemployment, employment will change in the 
same proportion as tlie quantity of money; and when there is full 
employment, prices will change in the same propoition as the (juan- 
tity of money." (J. M. Keynes, The General Theory of Employment, 
Interest, and Money, p. 296.) Explain, 

8. ^Vhat happens to the demand for money (cash balances) when: 

a. The level of business transactions increases? 

b. The level of prices falls? 

Is your answer the same for consumers, businessmen engaged in cur- 
rent opeiTLtions, and holders of cash savings aivaiting investment? 

9. a. Do you believe that the income-velocity appioach to the quantity 

theory is preferable to the transactions-velochy appioach? Explain 
why or why not. 

b. In the income-velocity analysis, what advantage is there in dis- 
tinguishing three classes of cash balances? 

10. What effect docs the introduction of bank credit and central banking 
have upon die validity of: 

a. The quantity theory? 

b. The commodity theory? 
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CHAPTER 18 

1 


The Evolution 

from the Quantity Theory 


T 

I UK Strict interpretation of the quantity theory dis* 
cussed in the last chapter— namely, that changes in the stock of 
money bring about proportional changes in the pi ice level— was 
based on an oversimplified set of assumptions. Today no economist 
would hold with the validity of the assumptions or uuth the conclu- 
sion of the quantity theory as it was outlined. As the assumptions 
have been replaced with more realistic premises, interpretations of 
the equation of exchange have become broadei and biuader. These 
“modern" versions are in a sense variants of the original presentation 
and could therefore continue to be called "quantity theories." Some 
of these are, however, so far removed fiom the Huine-Mill-Fisher 
version of the quantity theory that it ivoiild probably be wiser to 
restrict the name “quantity theory" to the earlier version alone; 
some author's prefer to refer to the stiict form of the quantity theory 
as tire transactions velocity theory. 

■ SHORTCOMINGS OF THE QUANTITY THEORY 

Most of the evolution in ideas can be traced from 
some definite drawbacks winch the quantity theory contained. A dis- 
cussion of these drawbacks, therefore, should provide an ideal point 
of departure for a discussion of the post quantity theory develop- 
ments. 
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Sf»ECfF/C CRiTfCISMS 

The main inadequacies of the quantity theory itself 
can be summarized under four heads. 

*’The Concept of the General Price Level The quantity theory 
made little attempt to distinguish between tlie effect of a varying 
money stock on different sections of tlie economy but blanketed them 
under a single over-all concept of P. In actual piactice a considerable 
variation appears to exist bettvecn the price behavior in various 
sectors of the economy. Certain prices aie consistently more flexible 
than others. The important effect of money on the economy is not 
so much a question of its effect on prices in general as a question 
of its effect on the relative stnicture of prices. It is through a distor- 
tion of relative prices and the consequent changes in income distri- 
bution that the crucial effects of inflation and deflation are achieved. 

The Omission of the Short Run The quantity theory provides 
no guide to short-run changes in the price level which are associated 
with the business cycle. Most of its relationships depend on “normal" 
or "long-run" values which do not hold in the short run. Since the 
short-run changes provide most of the really serious problems of a 
monetary economy, Uie quantity theory alone is by no means a com- 
plete theory of money. 

The Omission of die Rate of Interest as a Link Between Money 
and Prices The quantity theory traces the effect of money stock 
on die price level as if it were a direct one. Even before the quantity 
theory was developed, practical observers had noticed that the initial 
effect of a change in the stock of money is not on commodity prices 
at all but on tlie rate of interest. Although the quantity theorists 
themselves were awaie of diis relationship, they made no serious 
attempt to incorporate the interest effect into the theory of money. 
Part of the reason for the failum lay no doubt in tlieir concern with 
the long run; in the long lun it was believed that tlie changes in the 
money stock ^vould be fully reflected in changes in the price level 
and that die interest rate itself ivould be unaffected by price level 
movements and would be determined only by the real forces of 
supply and demand for real capital. 

The Omission of Cross-Causation Finally, the quantity theory 
assumes independence of the variables and contains no analysis of 
the complex interrelationships possible between price, velocity, trade, 
and the stock of money. Thus, an ina'ease in M might be offset by 
an increase in T; a decrease in M might be offset by an increase in 
V and so forth. 

All in all, the quantity dieory failed to provide tlie ansivers to a 
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whole host of questions which arose on the subject of the relationship 
between monetary forces and economic magnitudes. AVicksell, who 
played a pioneer role in tlie evolution from the quantity theory, 
said in his Lectures on Political Economy : ' 

A general rise in prices is therefore only conceivable on tlie supposition 
that the general demand has foi some leason become, or is expected to 
become, greater than the supply. . , . Any theory of money worthy of the 
name must be able to show how and why the monetary or pecuniary 
demand for goods exceeds or falls short of the supply of goods in given 
conditions. 

NEWER APPROACHES 

In order to provide an explanation for the phenom- 
ena of cyclical movements, monetary economists invokecl several 
techniques. In the first place, they )x?gan to reason in dynamic rather 
than static terms. The quantity tlieoiy had merely indicated equi- 
librium situations— the newer theories actually tried to trace the 
path of the various economic magnitudes in the movement toward 
equilibrium. Thus, we may call the newer theories ''dynamic" the- 
ories. In order to trace economic repercussions, the successive rounds 
of spending (which finally make up the MF factor in the quantity 
theory) are themselves examined—first as they are received by people 
in exchange for goods and services and thus become the recipient's 
income, and then as they are expended and become somebody else’s 
income. Thus, the newer theories are sometimes called income- 
expenditure theories. Thirdly, the evolving formulations gave con- 
siderable weight to the manner in which a change in the stock of 
money acted upon the economic system. Most analyses traced the 
effect of monetary change primarily on the rate of interest and 
through the rate of interest on economic activity and hence on 
the price level. Tlius, we may call the newer theories interest-rale 
theories. Since the modus operandi of the changing interest rate is 
that It acts mainly on some segment of the economy relative to other 
segments, most theories also introduced tlie concept of particular 
price levels in addition to the general price level with which the 
strict quantity theory had exclusively dealt. 

In a broad sense the monetary theories which evolved from the 
quantity theory all ascribed a plethora of loanable funds and favor- 
able costs of borrowing as responsible for initiating or reinforcing a 
cumulative expansion in investment and economic activity. More- 
over, they emphasize the fact that retrenchment by financial institu- 

iVol. n, pp. 159-160. 
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dons is an originadng factor in the downsiving in investment and 
economic activity. In spite of the many features which they had in 
common, the monetary theories which evolved from the quantity 
theory also differ from each othei so considerably in emphasis that 
the procedure of this chapter will be to examine the writings of 
representative spokesmen of the various subgi'oups rathei than to 
attempt to fuse the entire group in a single treatment. 

■ WICKSELL 

Although Wicksell belongs to a generation of econ- 
omists previous to the period under survey, his pioneer work in the 
field of monetary theoiy has provided the point of departure for 
much oE the development in the field. His main ideas are contained 
in two viovks— Interest and Prices and Lectures in Political Economy ^ 
Vol. II— the earlier of which appeared in 1898, Although 'Wicksell 
ivas in agreement with the quantity theory as a long-i un explanation 
of the price level, he was dissatisfied with important gaps in the 
analysis which it provided. The quantity theory was superimposed 
on a framework of reasoning which oversimplified the situation by 
implicitly assuming flexible prices and wages, otherwise the variables 
M, Fj and T in the equation of exchange could not be considered 
independent. Thus, the quantity thcoi 7 failed to tackle the impor- 
tant problem involved in price level changes— namely, that the mone- 
tary demand for goods is either too great or too small for the supply. 
Since this monetary demand (or monetary expenditure) is the due 
to changes in the price level, Wicksell thought monetary theory 
should concern itself directly with the determinants of monetary 
expenditure (£). Now Wicksell’s E and the MV of the quantity 
theory amount to the same thing; Wicksell did not claim any dif- 
ference for his fonniilation except that it was a more precise way of 
viewing the determinants of the price level. For Wicksell, velocity 
(V) is an elusive magnitude iriiich had no existence of its own as an 
economic foix:c; we get to know V merely by the arbitrary device 
of dividing E by M. Since E is the important factor, the indirect 
method of fim defining V as E/M and then using M • V to indicate 
tile forces acting on the price level only beclouded the problem. 

Wicksell identified E as the crucial magnitude involved. He went 
on to ask. What determines E and why does E fluctuate thus causing 
a fluctuation in the price level? The interest rate is of centml impor- 
tance in this problem since it embodies the exchange relation 
between commodities in general at two different points of time, 
Wicksell introduced his concept of two rates of interest which exist 
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in a monetaiy society. First there is the natinal rate of interest—r— 
winch leprescnts tlie marginal increment in ph) 5 ical productivity 
of the services of land and labor when they are saved, that is, not 
used in providing sei vices foi immediate consumption. The natural 
late of interest represents the late of return available on leal invest- 
ment or, in other words, the net differential advantage in productiv- 
ity which can be achieved by using an extra unit of capital. This rate 
is determined by the tecbnical productivity of capital equipment in 
conjunction with the demand for and supply of goods which aie 
produced by using capital. 

Secondly, there is the money rate of interest— i—^vliich is the cur- 
rent rate charged on loans by banks and other leiidcis. In the long 
run this rate should tend to equal the natural rate r, foi if it were 
higher than Tj borrowers would not find it feasible to borrow, thus 
causing i to fall, and if it were lower than r, Icndeis slioiild tend to 
refrain from lending at t and to use tlieii funds for direct investment 
' on which a retuin of r svould be available. But in the siiort iiin the 

rate i is determined not by the long-run real fortes of productivity 
aniT thrift but by monetary forces. A plethora of money tends to 
force i down regardless of the level of r and stringency in the money 
market can cause i to rise well above r. It was among tlicse shoit-run 
or cyclical discrepancies between rand i that Wicksell found his clue 
to changes in the pi ice level. 

j According to W^icksell the discrepancy between r and i would 

originate in one of two ways: 

* 1. If r changes but tlie monetary authorities fail to take action 

which svoulcl provide for an equal change in i. 

2. If the monetary authorities peimit changes in the stock of 
money and hence bring about change in i at a time in which 
r is unchanged. 

However it is caused, a discrepancy between i and i will lead the 
economy aivay from a position of equilibrium. If i < r, tlie imniedi- 
' ate result will be an inci'ease in the value of existing real capital. 

Since capital values equal the discounted sums of future income, 
a fall in the money rate of interest i means a decrease in the mte of 
discount which has to be used ivhen the future receipts expected 
from the real capital are added up to form capital values. Tlie in- 
crease of capital values is merely an expression of the enhancement 
of profits to be derived from using more cajsital goods. Thus, if 
c i < r individuals and business firms ivill find it profitable to increase 

, their expenditures on capital goods because the yields on investments 
(r) are now greater than tlie cost of bonowing funds (i), which are 
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used to finance the purchases of capital goods. The sequence of events 
is reversed when i exceeds r; that is, in symbols, when i > r. 

Although Wicksell made no attempt to develop his analysis into 
a fullfledgcd theory of cyclical fluctuations, he provided the clues 
from which many subsequent cycle theories developed. For example, 
one empirical criticism which ^vas made of his theory "was that money 
rates of interest are not low but high during an upswing of prices 
and business activity relative to the downswing phase. Wicksell him- 
self did not provide a full reply to this question but several of his 
followers did. They reinterpreted r to mean not actual rates of 
return but expected rates of return on capital investment. Thus, a 
rise in i does not arrest an upstving of piices because r also keeps 
rising as producers and others made their plans around a background 
of optimistic buoyancy, and as long as i, no matter ho^v high, remains 
below tlie expected rate of return (r) on investment, the expansion- 
ary forces continue. 

The great weakness of Wicksell's analysis was not in its reasoning 
but in the great difficulty of translating the knotvledge which it gave 
into a practical monetaiy policy. For r is not an observable or meas- 
urable magnitude and the task of adjusting the monetary situation 
so as to achieve a continuous equation between i and r is a difficult 
one. Wicksell himself suggested that although r itself could not be 
known, the price level provided an infallible guide to the policy 
maker. If by trial and error tire monetary authorities could adjust i 
so as to keep the price level stable, they rvould at the same time have 
succeeded in maintaining the equality between i and r. 

Critics, however (particularly Davidson),* were not long in point- 
ing out the fallacy in the reasoning of Wicksell. Technical progress 
was continuously at tvork reducing costs of production and lowering 
the level of prices. The monetary authorities could maintain a stable 
price level only by matching the effect of improving technical con- 
ditions by an artificial increase in the money supply. But this increase 
would cause i to fall beloAV r and 'tvould not therefore represent a 
true equilibrium. Under these circumstances the use of the price 
level as a criterion of equilibrium would not be justified. 

However, Wicksell’s work marked an important step forward in 
the histoiy of monetary theory. It gave future economists several new 
concepts widi which to fill out the skeleton provided by the quantity 
theory. Among these were (1) the emphasis on expenditures as the 
key magnitude in explaining price changes; (2) the emphasis on 
changes in the money rate of interest as the link between changes 

>B. Thomas, *Thc Monetary Doctrines oE Professor Davidson,*' The Economic 
Journal (1935), pp. Sfi-EO. 
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in the stock of money and changes in expenditures; (3) the introduc- 
tion of expectations as a factor in explaining cumulative movements 
of business activity. 

Wicksell’s influence, however, ^vas not without its dra^vbacks. The 
emphasis which he placed on tlie rate of inter esc as the strategic 
variable initiated a tradition which for nearly forty years dominated 
monetary thinking. It was not until veiy recent years that this over- 
emphasis has been abandoned, and with its abandonment monetary 
policy was freed from an exaggerated dependence on the interest 
rate as the prime weapon of control. Nevertheless, the persistence 
of Wicksell’s ideas is a tribute to his stature as a pioneer. 

■ HAWTREY 


The basic analysis put fonvard by Wicksell was de- 
veloped into integrated theories of cyclical fluctuations by a later 
generation of economists, among whom the names of R. G. Hawtrey, 
Friedrich A. Hayek, and John Maynard (later Lord) Keynes stand 
out. Of these three, Haivtrey occupies a special position in that he 
focused his attention, more than most economists, on the purely 
monetary causes of economic fluctuations." 

According to Hawtrey, the central figure in the economic system 
is the merchant or wholesaler, and the strategic factor is the influence 
upon the inventory policies of the wholesaler of the terms at which 
short-term bank loans are available. These policies depend upon 
two factors: (1) anticipated sales volume and prices and (2) the cost 
of holding goods in inventoiy form. The latter factor is largely a 
function of the cost of borrowing short-term funds'-that is, the short- 
term rate of interest. 

Hawtrey discussed the behavior of tlie economic system during an 
upward pliasc in tlie following terms. A fall in tlie sliort-term rate 
together witli the willingness of banks to extend credit on easier 
terms leads wholesalers to plan increases in their inventories whidi 
they do witli borro^ved funds. Wholesalers’ policies affect manufac- 
turers and producers due to increased purchase orders and so stimu- 
late them to increase output and output capacity. Attempts of manu- 
facturers to achieve this increase in output leads in turn to increases 
in their purcliases of labor services and of raw materials, and hence 
to an increase in the incomes received by the factors of production. 
Finally, diis increase in incomes leads to an increase in the general 

* See hi8 Currency and Credit (London, 1919; 4th cd,, 1950) and Capital and Employ^ 
ment (London, 1937). 
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demand for consumers' goods by the recipients of this income and 
to an increase in the level of their spending. As a consequence of. 
increased community spending, wholesalers find that their planned 
increase in inventories 1$ not realized (because of the increased sales). 
Further, their anticipations with regard to future sales prospects and 
future prices of tlie goods they sell will tend to rise, thus leading 
them to place even larger orders with manufacturers and producers. 
As a result of the upward cycle of orders, pioduction, employment, 
income, and spending tends to move in cumulative fashion; it is 
sustained throughout the rise by increases in bank lending. 

The upward phase cannot, according to Hawtrey, continue forever 
because forces exist within the banking and monetary system which 
not only put an end to tlie rise but which bring about a reversal in 
its direction and so initiate the downturn of the cycle. The three 
important factors which are involved at this point are analyzed by 
Hawtrey as follows: 

1. Institutional Limits to Credit Expansion. Under a fractional- 
reserve banking system credit expansion can proceed only to the 
point at which all excess reserves of banks have been absorbed. At 
tills point, the banks are "loaned-up” and net new lending power is 
exhausted. 

2. Internal and External Cash Drains. Throughout the upward 
phase of die cycle there are forces which tend to reduce bank reserves 
and hence tend to lower the lending capacity of the banking system. 
We have seen in Chapter 6 that both (a) an outflow of gold from the 
country and (b) an increase of currency in circulation will reduce 
bank reserves. With a rise in incomes and spending the community 
will tend to keep with them larger amounts of hand-to-hand cur- 
rency. The increased demand for currency (which Haivtrey calls an 
internal cash drain) acts to reduce bank reserves. The external cash 
drain refeis to the outflow of gold which is caused by the rising 
domestic price level; if we assume that foreign price levels are mean- 
while unchanged, it will follow tliat diere will be a reduction in 
foreign purchases in the domestic market and an increase of domestic 
purchases in the now lower-priced foreign market. Under a gold 
standard system this would imply a tendency for a gold outflow to 
take place insofar as tlie balance of trade is concerned. The gold 
export will reduce the reserves of the banking system, and conse- 
quently tlie banks’ ability to grant loans to trade and industry. 

3. The Cash Lag. The fint two factors we have described account 
for the fact that there is an upper limit to the amount of credit the 
banking system is able to provide and hence an upper limit to the 
level of economic activity which can be achieved. They do not 
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account for the fact that having reached this upper limit, the econ- 
omy tends, not to stabilize at a higli le\el, but to reverse itself and 
lead to a downturn. The crucial factor, according to Hawtrey, which 
causes the "crises and downturn" pattern is the "principle of the 
cash lag.” In the earlier stages of the upward phase, the major part 
of the increased stock of money provided by inci eases in bank credit 
takes the form of demand deposits tvluch is the form of money used 
mainly in the dealings between wholesalers and manufacturers and 
raw material supplieis and in the sensitive security and commodity 
markets. It is only at the later stages of the upswing that the inciease 
in the money stock hnds its way into the hands of wage earners and 
retail merchants in the form of increased cash balances because of 
increased incomes and higher prices. This reasoning is in part veri- 
fied by the well-knoivn observation that in an upswing of business 
activity retail prices lag behind wholesale pi ices. ^Vage eaimers and 
retail trade merchants are typical uscis not of bank deposit money 
but of hand-to-hand cuirency. When the price increases affect these 
groups, the banking system begins to suffer a serious internal cash 
drain due to the demands for more hand-to-hand currency. Because 
of the lag factor, the inteiinal currency drain tends to come at the 
time when the banking system is fully loancd-iip, and hence at a 
time when the reduction in bank reserves caused by the drain 
embarrasses the banking system. The fall in their reserves leads banks 
to call in their loans and to make the requirements for neiv loans 
much stricter— more stringent bank lending is accomplished in part 
by raising short-term lending rates. 

As interest rates rise sharply, the ivholesaleis begin to try to con- 
vert inventories into cash in order to pay off their loans to the 
banking system. The pressure caused by inventory liquidation causes 
a fall in or an anticipation of a fall in the price level. New orders 
to manufacturers and producers are curtailed or even discontinued. 
From here on the pattern of the downswing is the reverse of the 
upsiving earlier described. Manufacturers reduce output ; incomes 
of the factors of production fall; expenditures also decline; and 
wholesalers find that because of the fall in sales their attempts to 
reduce inventories fail. They curtail orders even further, and busi- 
ness activity declines further. 

Throughout the downswing the same monetary forces which act 
during the later phases of the upsiving to create a tight monetary 
situation begin to work in reverse. Because of the falling level of 
incomes and transactions, the economy no longer needs the large 
cash balances tvhich it accumulated in the expansionary phase. 
Currency in circulation begins to return to the banking system and 
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hence acts to increase bank reserves. Similarly, the fall in the domes* 
tic price level (if foreign price levels do not fall as fast) tends to 
induce, under a gold standard, an inflow of gold resulting from the 
greater purchases by foieigners in the now lower-priced domestic 
market and the smaller purchases by the domestic economy in the 
now higher-priced foreign market. The inflow of gold further 
strengthens the reserves of the banking system. Because of the un- 
willingness of traders and others to borrow from the banks due to 
the prevalence of pessimism in the economy, the banks find them- 
selves with redundant reserves. These factors in themselves should 
bring about a fall in short-term rates and a progressive easing of the 
terms of lending as banks compete with one another in putting their 
redundant reserves out on loan. In Hawtrey's opinion the increased 
liquidity of the banking system, whicli leads to an increase in its 
ability and willingness to make commercial loans at lower rates of 
interest, are sulficient to induce traders once more to plan an increase 
in their inventories and thus to bring about the revival of the 
economy. 

Hawtrey’s proposals for contracyclical action follow from his anal- 
ysis. Instead of waiting for automatic forces to bring about the lower 
interest rates which are the key to a revival, he suggests swift action 
by the central banking authorities at an early stage of the downturn 
in the form of (1) a quick reduction in the rediscount rate and (2) 
open-market purchases, the combined effect of which should be to 
inci'ease the liquidity and lending power of the banking system. 

Several criticisms of Hawtrey’s analysis can be made. In the first 
place, the entire analysis hinges on a single causal relationship— tlie 
influence of the sliort-term rate of interest on the decisions of busi- 
nessmen. Even if this causality does exist, it is unlikely that a phe- 
nomenon as complex as the business cycle springs entirely from any 
single source. The work of other economists has shown the im- 
portance, for instance, of fluctuations in capital formation, wage 
and price relationships, and the depreciation of capital equipment 
during a depression, none of which play any part in Hawtrey's 
explanation. 

Another criticism can be directed at the exaggeration in Hawtrey’s 
analysis of the power of the interest rate as a force affecting business 
decisions. Wholesalers in those sectors in which the main source of 
trading profits are small margins combined with a high rate of 
inventory turnover, will not necessarily be sensitive to tlie changes 
in the rate of interest. Empirical studies * also seem to indicate that 

^T. W. Wilson and P. W. S. Andrews (eda.), Oxford Studies in the Price Mechanism 
(London, 1951), Chap. 1. 
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businessmen, in making their decisions, do not pay enough attention 
to the level of the interest rate to make Hatvtiey‘s theory a plausible 
one. 

Finally, the actual evidence of a prolonged depression in the early 
thirties which persisted in spite of the very low levels to which the 
short-term rate of interest fell demonstrated that the Hawtrey analysis 
had exaggerated the role of the interest rate as a crucial determining 
factor in the economy. In a later modification of his analysis “ Hatv- 
trey recognizes the limitations of the interest factor as the prime 
mover of the economic system and concedes that a "credit deadlock'* 
could develop at the bottom of the cycle— in spite of the existence 
of low interest rates— because of the presence of other factors which 
his earlier analysis had overlooked. 

However, although Hawtrey’s analysis failed to provide a satis- 
factoi7 explanation for the behavior of the economic system, it did 
represent a further stage in the evolution of our understanding of 
the interaction of monetary forces ivithin the economy. At Cam- 
bridge, England, tvhere Hatvtrey’s ideas developed, the cash-balance 
type of quantity theory of money was representative of current mone- 
tary thinking. In place of the static relationship which this theory 
envisaged between the stock of money and the price level, Hawtrey’s 
development introduced a time sequence analysis which not only 
increased the number of variables under consideration but examined 
these variables tvith the aim of exposing their causal relationships 
with one another. 

■ HAYEK 


On the continent the suggestions made by Wicksell 
found their most important development at the hands of Hayek.® 

The important diawback which Hayek found in the quantity 
tlieory of money and prices was that it was concerned solely with 
die general price level. For Hayek the clue to an understanding of 
economic dynamics lay not in the general price level but in the 

D Capital and Employment (London. 1937). 

^Monetary Theory and the Trade Cycle (London, 1933) and Prices and Production 
(London, 1931; 2d ed., 1935). Later in Profits, Interest and Investment (London, 1939) 
and The Pure Theory of Capital (London, 1941). Plajck has reversed some oE tlie 
stands which he took in his earlier rormnlations. The two early works, however, are 
still regarded as outstanding stcjiping stones in the progress which monetaiy analysis 
has made in the development from tlic quantity theory fonnulatian (In which the 
theory of money and banking was regarded as separate from the general body of 
economics) to the present-day treatment (In which monctaiy and general analysts 
have been (used Into a single coherent body of reasoning). 
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lelations between pi ice levels in some segments of the economy and 
price levels in other segments. 

Hayek. conceived of a capitalist economy as a vast "production 
line.” Only part of the productive forces (the consumers’ goods 
industries) are engaged directly in producing final goods and services 
for sale to consumers. The remainder of productive activity is en- 
gaged in producing tlie machinery and equipment (capital goods) 
which is used in the production of consumers’ goods. The capital 
goods sector can itself be subdivided into various "stages of produc- 
tion"— some of it being devoted to tlie production of machines, which 
produce tlie machines ivhich produce consumers’ goods and so on 
backwaid to activities two, three, and more "stages" removed from 
the consumption goods stage. The use of more and more capital in 
a developing economy takes the form of adding extra stages to the 
natuial "production line" and so achieving ever greater efliciency 
of production. The dilfereniial advantages derived from the use of 
more "capitalistic" processes is a measuie of the efficiency of capital 
and is an equivalent concept to Wicksell’s natural rate of interest. 
The "cost" of adopting more capitalistic methods is the cost of bor- 
rowing funds, since the more capitalistic methods involve the post- 
ponement of immediate production of consumers’ goods and hence 
involve the commitment of labor, raw materials, and effort for longer ' 
periods of time. This cost is, of course, the prevailing market rate 
of interest. 

In equilibrium the market rate and the natural rate are equal. 
Monetary excesses originating from the banking system can ho^vever 
force the market rate of interest belo^v the natural rate. This, of 
course, would mean that the "cost" of capital additions (which Hayek 
calls a lengthening of the production process) becomes smaller than 
the "premium" to be gained from the adoption of capital additions. 
Businessmen are thus led to borrow and to embark on the con- 
struction of capital goods. Two forces noiv go into action. (1) If 
ive begin (as Hayek does) from a position in ivhich full employment 
of resources exists, the capital goods industries can only expand by 
bidding away labor and raw materials from the consumers’ goods 
segment of the economy. Because the construction of capital goods 
is clearly profitable at the existing level of interest rates, businessmen 
are ^villing to continue on their expansion plans even if tlie higher 
labor and mw material costs noiv mean some rises in die prices of 
new capital equipment. Since the banks are willing to extend credit, 
the capital goods Industries are able to finance the expansion of their 
production. 

(2) At the same time as the floiv of consumers’ goods and services 
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diminishes (because some of ihe factors previously engaged in the 
consumers’ goods industries are drawn away into producers' goods 
industiics), the incic.'ised spending oE bonowecl funds for capital 
goods finds its way into the hands of the recipients of wages, salaries, 
and lents who in turn attempt to increase their spending on con- 
sumer items. 

The combined effect of the ledticcion in the physical supply of 
consumers’ goods and the increase in the flow of money which the 
community as a whole attempts to expend on the purchase of con- 
sumci's’ goods leads to an increase in their prices. This increase in 
the prices of cnnsumeis’ goods and sei vices encourages the consumer 
industries to expand. In order to do so they have to bid back some 
of the productive factors ivhich earlier have been bid away to the 
capital goods sectors of the ctonomy. Under this pressure wages, 
salaries, and raw material prices go still higher. 

If the capital goods industries aic still able to command borrowed 
funds at favorable rates, they can meet the competition with which 
the consumers’ goods industries are noiv bidding foi factors of pro- 
duction. At every round of the wage-price spiral, however, the 
balance of bargaining power moves in favor of the consumers' goods 
sector. This is so becau.se most of tlic increased wages and salaries 
earned find their way into the consumer markets and so bid up both 
the prices and the expectation svith regard to prices of consumers* 
goods and services. At tlie same time tlie increased demands of the 
capital goods sectcir for moic and more loans from the banking 
system (which are necessary to complete projects undertaken and 
planned during a period of loivcr labor and raiv material costs) and 
from the public cause the market late of interest to rise. Finally, 
interest rates as well as the prices of other factors of production rise 
so high tliat the capital goods industries can no longer compete with 
the grooving demands of the consumers’ goods sector for moie labor 
and raiv materials. 

The final stage of the "boom” occurs when the banking system 
begins to encounter stringent barriers to further loan expansion and 
raises interest rates sharply. This leads to the discontinuing of a 
number of partly completed projects—with possibly severe losses to 
the entrepreneurs involved. The optimism of the boom gives way 
to caution and uncertainty. Meanwhile, not all the factors released 
by the closing down of operations in the capital goods industries can 
sliift easily to the consumers’ goods industries. For some factors the 
transition is easy— Hayek refers to these as "nonspecific” factors 
which are as easily employed in one sector as in others. But every 
undertaking involves a certain number of "specific” factors— skilled 
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labor, special machinery and tools, certain ra^v materials— which 
become unemployed. Their removal from active participation in the 
economy leads to a reduction of the previously strong demand for 
consumers’ goods. At the same time the absorption of the “nonspe- 
cific" factors into tlie employ of the consumeis’ goods industries leads 
to an increased output of consumers’ goods and services. The com- 
bined effect is a fall in prices in the consumers’ goods sector, and 
here too optimism gives ivay to pessimism, with the result that these 
industries fail to expand (and hence to absorb the factors being 
released by the shrinking capital goods sector) and begin to contract, 
in anticipation of ever lower prices. Thus tire downward spiral 
begins. 

The cornerstone of Hayek’s analysis may be stated as follows; 

1. The proportion of the national activity directed toward the 
production of capital goods should depend on the quantity of 
voluntary savings available for investment. 

2. Monetary disequilibrium caused by banking activity can, how- 
ever, cause the money rate of interest to fall below the ‘'neutral’' 
rate, that is, the rate which would ensure the “correct" propor- 
tion of investment activity indicated above. 

S. This brings about an increase in the proportion of national 
activity directed to^vard the production of capital goods. 

4. The new ratio of capital goods production to total output can- 
not be maintained because the savings necessary to support the 
construction of the extra capital goods ivill not be forthcoming. 
Consumers will, on the contrary, expand consumption to the 
usual proportion, thus causing a breakdoivn in the attempts 
of the capital goods sector to maintain its expanded proportion. 

As a theory of the business cycle, Hayek’s theory has been sub- 
jected to numerous criticisms. We are here interested, not in his 
contribution to tlie business cycle as such, but in the monetary 
implications of his analysis. Two elements stand out. First, monetary 
disequilibrium is postulated as a prime factor in causing both the 
boom and its subsequent collapse. Second, and more important, is 
the modus operandi of the monetary effect. Like Wicksell and Haiv- 
trey, Hayek is not satisfied with a direct relation between “the” price 
level and the quantity of money. Instead he postulates a chain reac- 
tion running from die money stock, through the interest rate, and 
through the effect of the interest rate on the structure of production 
and thence to die level of prices in the various sectors of the economy. 

His conclusions with reference to contracyclical control provide 
new light on the criteria available for the crucial problem involved 
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in our thinking about monetary matters—namcly, “What should the 
coiTect quantity o£ money be?“ The cruder quantity theorists con- 
sidered a stable price level as an adequate guide to monetary manage- 
mei|^. Thus, they prescribed a constant money supply (in a stationary 
economy) or a slo^vly grooving money supply (in a slowly growing 
economy). Hayek*s reasoning drew attention to the complexities 
involved in monetary management. A disproportionate development 
is continued primarily because the money rate diverges from the 
"neutrar* rate— and this might be due to a change in the “neutrar* 
rate as well as to a change in the “money** rate. In other words, it 
is quite possible that the criterion of price stability may be a mislead- 
ing one. Inappropiiate monetary action might occur, for instance, 
if the price level is kept constant during a period of rising techno- 
logical development and hence of a rising “neutral'* rate. Appropri- 
ate action would call for a fall in the price level and hence for less 
money. Action which brings forth no fall in the price level must also 
imply a money rate which is lower than the “neutral" late and will 
hence lead to maladjustment, overproduction, and consequent crisis. 
The practical importance of such a conclusion is considerable in 
vieiv of the prosperity of the late twenties during which wholesale 
prices did not rise in spite of boom conditions. 

The translation of Hayek’s analysis into positive criteria for mon- 
etaiy management is, hoivever, an extremely difficult task. Even in 
theory, the definition of a "neutral" rate contains an element of 
circular reasoning insofar as no objective criteria exist ivhicli provide 
monetary autliorities with any measure of the “proportionality" of 
the structure of production. In otlier words, it is not possible to 
knoiv beforehand what the money rate of interest should be in order 
to be “neutral.” Thus, in spite of indicating the many reservations 
necessary if the “price level,” the volume of bank reserves, and die 
total quantity of money are to be used as criteria for monetary policy, 
Hayek's analysis has provided no alternative criteria which can be 
applied in practice. 

■ KEYNES 

The most rigorous treatment of the income-expendi- 
ture analysis in terms of the relationship between money, interest, 
investment, savings, and price levels appeared in Keynes two-volume 
study A Treatise on Money.'* 

In an earlier work entitled Monetary Reform/ Keynes was a pure 

7 (London, 19S1.) 

8 (New York, 1924.) 
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neockssicist. Money was treated as being *‘only a medium of ex- 
change” and fiom tliis treatment followed an unambiguous exposi- 
tion of the cash-balances version of the quantity theory of money. 

Tlie Treatise enlarged the ^inalysis considerably. Money tvas 
treated as being not only a medium of exchange but also as a kore 
of value— as one very important form in whidr the community holds 
its wealth. The influence of money on the economic system was 
examined in the light of its effect not only through its direct “quan- 
tity effect” but also through the changes it induced in the me of 
interest and through diis rate on the volume of investment. The 
Treatise on Money brought together in a single detailed treatment 
concepts from the cash-balances theory, from velocity analysis, and 
most important of all from WickseU’s analysis. 

The coie of the theoretical sections of the Treatise is contained 
in a series of explicit equations— fundamental equations, as Keynes 
called them— which purported to demonstrate the interrelationship 
between the main vai tables of the monetary and economic system 
which play a part in detei mining the level of prices. Like Wicksell, 
Hawtrcy, and Hayek, Keynes centered his analysis on the flow of 
consumer outlay and investment outlay and the price effects of the 
interaction of this flow on the physical productivity of the nation. 
In order to isolate the channels thiough which monetary forces 
manifested themselves in the economy, Keynes adopted a particular 
set of definitions which he used in working with Ins equations. 

Income Y was defined as total income receipts of all segments of 
the economy. This was divided into two paits, E and Q. 

E = Income paid out to all factors of production including “nor- 
mal” profits, 

. Normal profits were defined as that equilibrium level of 
profits which induces neither an expansion nor a reduction 
in the structure of firms. 

Q = Windfall profits or losses. 

Other definitions used by Keynes include: 

0 = Output as a whole in physical units consisting of il + 

R Output of consumers’ goods in physical units. 

C — Output of investment goods in physical units. 

S = Savings. 

1 = Market value of ne^v investment. 

= Price level of all goods. 

Although Keynes developed several equations to describe changes 
in tlie consumer sectoi and the investment sector of the economy. 
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as well as to describe changes in the ovei-all price level, a develop- 
ment and discussion of only one equation dealing with the general 
price level will serve to demonstrate the main features of his analysis. 

Keynes begins with the point that because money savings and 
money investment result from the decisions of many different indi- 
viduals and groups, there is always the possibility that they will not 
be equal. Investment consists of the outlays of money for the pur- 
chase of capital goods and, hence, svill depend on the anticipations 
of businessmen regarding the prospective profitability of acquiring 
and using these capital goods. These anticipations, in turn, depend 
upon a host of factors, the most important of which aie (1) the gross 
expected rate of return on capital investment which is a function 
of the cost of the capital goods, the piocUictivity of capital and the 
expected prices of the product to be obtained from the use of capital; 
(2) the cost of borrowing money funds with which to acquire the 
investments— this cost is, of com sc, the money rate of inteiest. 

Savings, on the other hand, depend upcm the individual decisions 
of income earners and firms. For any given situation there is a par- 
ticular money rate of interest at which the total investment under- 
taken is just equal to the total amount of savings made available 
by the community. As situations change, this rate— which we shall 
call the equilibrium rate— undergoes a change. In practice, however, 
the actual prevailing money tate need not always coincide witli the 
coiTcct equilibrium rate for tliat period. If, for example, the money 
rate is lower than it should be (due for instance to bank policy), then 
investment will be higher and savings probably lower than they 
would have been had the equilibrium rate prevailed. It is in such 
a discrepancy between savings and investment that Keynes thinks 
the explanation of business fluctuations is to be found. In terms of 
the categories defined above, we can describe the situation as follows: 

The total national income (I') for any period can be looked at 
from three viewpoints. 


1. As the money value of output, that is, Y = wO 

2. As the sum total of expenditures: 

that is. 

consumption -f- investment expenditures 

that is. 

(incomes — savings) -f investment 

that is. 

y = (£ - S) + / 

or 

y = £ + (7 - 5) 


3, As the sum total of incomes including windfall profits or losses 
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From the three identities we can deduce the following: 

4. From equations 2 and 3 ^ve have 

6. From equations 1 and 2 we have 

ir»0 = 

E I-S 

or , = 

This is the fundamental equation for the general price level. Using 
this equation as a framework, rve can ti’ace the effect of monetary 
changes on the economy. A rise in the volume of money, for exam- 
ple, will lead to a fall in the money rate of interest because it will 
tend to increase the ability and desire of the banks to lend. This fall 
in the interest rate produces a discrepancy between I and S, making 
7 larger and 5 probably smaller. In other rvords, the (7 — 5) factor 
becomes positive. Since as we observe in equation 4, Q » 7 — 5, posi- 
tive windfall profits appear. Looked at from still another angle, the 
price level per unit of output in equilibrium should be just equal 
to cost (including normal profit), that is, E/0, But due to monetat^ 
disequilibrium, it is now higher than E/0 by (7 — 5)/0. 

The stimulus imparted by windfall profits leads businessmen to 
revise their anticipations upward. Since investment depends on antic- 
ipations, business films undertake more investment financed by 
credit. If factors of production are fully employed, the increased 
monetary demand for their services will result in a rise in Ej tlius 
contributing still more to the rise in v. But as long as 7 remains 
greater tlian S, Q will be positive and the stimulus to expansion it^ill 
remain. The situation is reversed only when the fundamental equa- 
tion 18 altered and 7 becomes less than 5, thus making (2 negative 
and initiating a downturn. This can happen in one of several ways. 

1. Monetary stringency develops, and this perhaps in combination 
with restrictive central banking action leads to a rise in the interest 
rate and in the terms of long-term borrowng. 

2. The increased investment which took place during the boom 
phase begins to be felt in an increase in physical output 0, thus 
causing a slackening in die price rise or even bringing about a fall 
in prices. However, Keynes more or less disregarded the latter factor 
and confined himself to the short-run postulated (7 — 5) factor as 
the important determinant of prices.^ 

0 “My aO'Called 'Eandamental equation^' were an instantaneous picture taken on the 
assumption oE a given output.'* J. M. Keynes, General Theory of Employmenlf Interestt 
and Money (Nmv York, 19S7), p. vli. 
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It is interesting to compare the formulation of the Treatise with 
that of the classical quantity theory. In tlie transactions equation 
MVss PT the price level P is postulated as being determined by 
MV/T, where V represents the average turnover of the stock of 
money and T represents the total physical volume of trade. As we 
saw in Chapter 17, most of the expenditures represented by MV 
consist of intrabusiness or financial transactions. Only part of this 
total appears as final net money income Similarly, only part of 
T appears as final physical output "O." We can rearrange the trans- 
actions equation P — MV/T in terms of income velocity {Vy) by 
substituting the appropriate output concept O in place of the trade 
concept T and by substituting Py, the price of final products, for P, 
the average price of all transactions. We then have: 


Py^ 


MVy 

O 


Since Vy = E/M we can rewrite the above as follows: 




O 


or 


£ 
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We now have the first part of Keynes’ fundamental equation for the 
price level of all output, 
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The Keynesian equation turns out to be the quantity theory in new 
form plus a dynamic Wicksell factor— (/ — A’). 


■ TOWARD KEYNES' GENERAL THEORY 

The present diapter has traced the mainstream of 
monetary thinking as it developed during the late 1920‘s and early 
1930’s. In spite of the new insights which the more elaboiate analyses 
introduced, economists were unable to provide a successful solution 
to the deep depression into which the world kept sinking during the 
early tliirties. A quotation from Loveday’s pi-eface to die original 
edition of Haberler’s Prosperity and Depression summarizes the 
situation as it then stood. "It is appaient from the persistence with 
which depressions occur, from the gravity of their economic and 
10 G. Haberler, Prospenly and Depression^ Isi ed. (Geiicva, 1987), p. 8. 
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social effects, and from the growing consciousness or that gravity, 
that— however abundant the literature on the subject, however elab- 
orate . . . the theories— our knoivledge of tl^e causes of depressions 
has not reached a stage at which measures can be designed to avert 
them,” 

It was witliin this setting tliat Keynes wrote his General Theory 
of Employment, Interest, and Money. In it he presented a basic 
re-examination of the existing body of theory, discarded important 
elements, introduced new concepts, modified and relabeled old con- 
cepts, and combined these elements in a different manner and with 
different emphasis.^' The “new" theoretical system has since become 
a basis for botli analysis and policy. The book ushered in a period 
of bitter controversy and within the last sixteen years an enormous 
literature has grown up around it. It is impossible to cover even the 
highlights of this literature in this book. Therefore, we shall confine 
ourselves only to essentials, with the following questions in mind. 
What were the shortcomings of the pre-lOSO analyses? What was 
the framework of the "new economics" which Keynes propounded? 
What principal modifications of his analysis have been made by his 
follmvers and critics? Hoiv has the new analysis been adopted for 
use in practical monetary policy? 

In order to answer the first question, we shall have to summarize 
the strands of thinking developed in the previous sections of the 
present cliapter. In our analysis so far, economic flu ct nations have 
been thought of essentially as departures from an "equilibrium" posi- 
tion which can be defined as: 

1. An equilibrium between savings and Investment. 

2. Neutrality of the money supply. 

3. Equilibrium of the rate of interest. 

4. Equilibrium of income. 

In a static society, all four concepts imply the same thing. If the 
money supply is "correct," then the money rate of interest ivould 
also be "correct” (or in other rvords, the money rate would be equal 
to the "natural” rate). From this it would follow that savings would 
equal investment, and income rvonld remain in equilibrium. Look- 
ing at It from the disequilibrium point of view, we can trace a 
cumulative rise (fall) in income to an inequality between saving and 

11 For a reasoned defense of the Keynesian Revolution sec L. R. Klein, The 
Keymstan Revolution (New York, 1947). especially Chaps. 1-S: also S. £ Hairis (ed.). 
The New Economics (Nen \ork, 1917). For a contrary vieiv see A, C. Flgou, Keyne^s 
*'Generai Theory" (London. 1950). 



TOWARD KEYNES' GENERAL THEORY 


505 


investment^ wJiidi in turn is caused by the money rate of interest 
being different from the natuial rate because of an excess oi de- 
ficiency of money resulting from the operations of the banking 
system. 

In summary, the condition of equililiriiim is said to exist when 
the stock of money is stable; net hoaiding is zero and net addition 
to the stock of money is zero Income reserved fiom consumer ex- 
pendituies is passed on thiough the security markets to firms that 
will use it for capital formation. 'While the diversion depresses 
demand and prices in the consumers' goods field, it inacascs demand 
for and prices of producers’ goods. TJieiefoie, no cJiange takes place 
in the over-all aveiage of prices. Tlius, when the natural rate of 
interest equals the money rate, money is said to he neutral. Aggiegate 
demand is ccpial to aggicgate supply, and the pi ice level and imome 
are stable. 

Tliere were, of course, a niimbei' of minor areas of disagreement 
within the framework outlined above. Hawtiey, for example, emplia- 
si/cd the shoit-term interest rate, whereas Wicksell. Keynes {Treatise 
on Money), Hayek, and others believed that it was the long-term 
interest rate which was the crucial factor. Moreover, Hasvtrey postu- 
lated tJiat merchants’ investment in inventories piovidcd the central 
factor in fluctuations in economic activity; most of the otliers stressed 
the importance of investment in capital goods. There were differ- 
ences too with regard to the various definitions of equilibrium. 
Hayek ’s “neutral” rate which would provide an equality of voluntary 
savings and investment was not quite the same as Wicksell's equality 
betiveen the money rate and the natural rate; not ms it the same 
as Keynes' concept of the rate ^vhich would keep ^vindfall profits 
down to zero. But, by and laige, the various lorm illations belonged 
to the same genus, if not to the same family. 

In contrast, there were some basic and irreconcilahle differences. 
Apart from Hawtrey’s purely monetary explanation of the downturn 
of the boom, opinions fell into two diametrically opposed schools of 
thought. On tlie one hand we had the “overinvestment” school. For 
this group the downturn is caused by the attempt of the community 
to consume too much (that is, to save too little). This drives up the 
rate of interest and the isrices of labor and raw materials and brings 
about a fall in investment. In contrast, tlieie was a current of think- 
ing which can be called the “underconsumption” school, which 
would place the cause of the downturn not on “too little saving” 
but on “too much saving.” For this group it is the failure of con- 
sumption to rise to levels sufficient to absorb the products of the 
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enhanced productive capacity created by the boom, which causes the 
doivntum.** 

The overinvestment school, Tvhich contained a much larger shoiv- 
ing of orthodox economists in its ranks, considered the undercon- 
sumption argument to be a revival of an old fallacy and disposed 
of it in the following terms: Underconsumption cannot cause a 
downturn in economic activity for the simple reason that all savings c 
would always find an outlet in investment activity. An excess of 
saving can exist only for a short penod—for as soon as tlie capital 
markets react to diis “excess" by a fall in the rate of interest, invest- 
ment will increase and absorb the excess savings. The act of produc- 
tion automatically creates an income stream sufficient to absorb that 
production; since that income stream, if not used to buy consump- 
tion goods, will be used to buy investment goods (because the rate 
of interest will fluctuate so as to channel savings into investment), 
the aggregate demand for all goods and services will never be less 
than the aggregate supply at the prevailing price level. 

In spite of their academic prestige,“ the “overinvestment" tlieories 
lost ground to tlie “underconsumptionist" arguments in the practical 
world of policy— a world which ivas faced by the paradox of “poverty 
in tlie midst of plenty” and the insistent fact that all sectors of the 
economy were working at less than full capacity because total effec- 
tive monetary demand ivas deficient, 

For Keynes, who ahvays had an eye for practical matters, the clue 
lay somewhere within our understanding of savings, investment, con- 
sumption, and income, and it was around these categories that he 
constructed the core of his theory. In his re-examination of the basic 
postulates of orthodox analysis, an important empirical fact -was 
involved. This was the existence in Britain, throughout tlie twenties, 
of a continuous and sizable volume of unemployment. Until 1930 
there had existed some hope that the unemployment was a "tern- . 

porary" phenomenon— a departure fiom equilibrium which would 
eventually be corrected. The onset of the deeper depression of the 
thiities indicated that this was not so. In contrast with the thirties, 
the decade of tlie twenties came to be looked upon as the now lost 
“normal state of affairs," the restoration of which became the cardi- 
es Lionel Robbins, “Consumption and the Trade Cycle,” Economica (November 
1032). p. 427, contrasts the two views as Follows* “On Hot)8on‘s view we starve in the 
midst of plenty because we do not dcnrjnd enough; on tlie view I have su^sted we 
stan'e because we seek to pluck the Cm Its oF prosperity before they are ripe ” \ 

IB For example Haberler in reviewing tiie underconsiinipilon theories says of tliein. > 

“It is difficult to summarize these thcoiies liecausc, with some notable cvceptions, tlieir ^ i 
scientific standard is lower than the standard of those reviewed earlier in this volume.” 
prosperity and Depression, Sd cd. (New York, 1946). p. 119. 


TOWARD KE.YNES' GENERAL THEORY 


S07 


nal aim of policy. The depression of the thirties introduced an 
important new question'- Could equilibrium and unemployment of 
resources coexist? Previous thinking had assumed that they could 
not; it was believed that given flexible prices and wages, equilibrium 
and full employment of resources were synonymous; within this 
framework, tlie question which had been asked in foimulating mon- 
etary analysis had been: **\Vhat causes fluctuations around equi- 
librium?” In the General Theory Keynes was driven back to ask 
more fundamental questions: “What are tlie forces which determine 
the level of income, output, and employment? Could these forces 
result in an equilibrium at less than full employment?” 

This refoimulation of the ba.sic problems at issue also implied 
a serious change in approach. The theoiies which we have been 
considering thus far implicitly assumed that the level of output is 
something that is fixed in the short run and that changes in the price 
level are the sole cause of changes in the level of income. Our think- 
ing on this problem required amendment to include output as one 
of the most important variables in the economic system. In other 
words, a theory of output needed to be developed, and this theory 
had to be integiated ivith monetary theory as a whole. 

A quotation from Keynes’ preface to his General Theory of Em- 
ployment, Interest, and Money “ summarizes the issue: 

When I began to ivrite my Treatise on Money I was still moving along 
the traditional lines of regarding the influence of money as something 
50 to speak separate from the geneial theory of sui^ply and demand. 
When 1 finished it, 1 liad made some progress towards pushing monetary 
theory back to becoming a theory of output as a whole. But my tack 
of emancipation from preconceived ideas showed itself in what now 
seems to me to be the outstanding fault of the theoretical parts of that 
work . . . , that I failed to deal thoroughly with the effects of changes 
in the level of output. My so-called “fundamental equations” were an 
instantaneous picture taken on the assumption of a given output. They 
attempted to show how, assuming the given output, forces could develop 
which involved a profit disequilibrium, and thus required a change in 
the level of output. But the dynamic development, as distinct from the 
instantaneous picture, was left incomplete and extremely confused. This 
book, on die other hand, has evolved with what is primarily a study 
of the forces wliich determine changes in the scale of output and employ- 
ment as a whole. . . • 
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QUE5TJON5 AND PROBLSMS 

1. a. During the course of the business cycle "most of the time, P and T 

are active factors in the equation of exchange: they bring about 
changes in M', V and f"; to a less extent they affect even M" 
(W. C. Mitchell, Business Cycles, New York, 1927, p. 130.) Explain, 
b. Why did price inflation occur during both World Wars, and by 
what means? Is the quantity theory adequate to explain it? 

2. Is the problem to which the quantity theorists addressed themselves 
the same as that considered by the writers discussed in this chapter? 
Indicate points of similarity and difference. 

3. Do you regard as dynamic and not static: 

a. The theories discussed in this chapter? 

b. The quantity theory? 

4. a. What is tlie "common core” of doctrine among tlie writers com 

sidered in this chapter? 
b. What are the most significant differences? 

5. Compare die way in which the level of commodity prices is determined 
according to: 

a. The quantity theory as formulated by Irving Fisher, 

b. The quantity theory as formulated by the Cambridge school. 

c. Wicksell's theory of tlie aggregate demand and the aggregate supply 
of commodities and the relation between the money and the natural 
rate of interest. 

Indicate points of agreement and disagreement among tliese explana* 
tions. 

6. a. Hawtrey has been termed an uncompromising advocate of the 

purely monetary tlieory of the business cycle. Explain why. 

b. What role does the interest rate play in his analysis? 

c. Does his analysis tlirow any light on the general level of prices? 

7. Does the “neutral money" doctrine of Hayek carry any implication 
as to the importance and nature of the interest rate in credit control? 

8. a. Wherein do Keynes Fundamental Equations differ from the Fisher 

and Cambridge forms of the Equation of Exchange? 
b. Evaluate their usefulness in explaining alterations in the volume 
of output and income, business activity, and prices. 
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CHAPTER 19 


The Modern Theory 
of Income Determination 


I N THIS and the succeeding chapter we shall explore 
wJiat is frequently described as the "modern theory of income anal- 
ysis." The purpose of this and the folloivmg chapter is to examine 
the process by tvliich changes in the level of economic activity take 
place and its implications for monetary policy. 

The present chapter outlines the framework on which income 
analysis rests. The discussion proceeds in two sections. 

1. The classical argument postulated that fluctuations in the rate 
of interest ensured tliat sa^'ings and investment li^ould move 
into equality with one another and thereby bring the economic 
system into a position of equilibrium. The “modem” analysis 
proposes instead a "theory of effective demand” in ^vhich con- 
sumption and investment determine the level of income; sav- 
ings and investment are brought into equality not by changes 
in the rate of interest but by fluctuations in the level of income. 
The first part of the analysis includes: 

a. The definition of savings and investment. 

b. The concept of the propensity to consume. 

c. The multiplier and its operation. 

2. The second section outlines the liquidity-preference theory of 
interest. The classical argument about the equality of savings 
and investment was based on the classical theory of interest; the 
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two arguments stand together. In rejecting either, Keynes had 
to reject both. He replaced the classical theory of interest with 
a purely monetary theory which has come to be known as the 
"liquidity-preference theory." 

In the succeeding chapter the determinants of investment are ex- 
plored and the theory of effective demand is developed to provide 
an over-all analysis of the forces determining the level of income. 
We conclude by examining the implications of the analysis for mon- 
etary and fiscal policy. 


SAVINGS, INVESTMENT AND INCOME 


SAVtNG = INVESTMENT 

It should be clear that the expendituie and receipt 
sides of GNF must be equal. This equality is true in the same sense 
that debits must equal credits in any consistent system of double- 
entry bookkeeping. Thus, the difference between GNP and private 
consumption measures the amount of investment [gross private in- 
vestment {Ip), net foreign investment (//) and government purcliascs 
of goods and services ^ (/g)]. We can state this in another ivay. The 
difference between GNP and consumption measures the amount of 
gross saving plus taxes minus transfer payments. 

The value of the national product for any period is equal to the 
total amount of money spent by the community during that period 
on consumption goods and services plus the amount spent on capital 
goods (including net additions to the value of inventories held), on 
net foreign investment, and expenditures by the government. 

In symbols y=C+/ (1) 

During the same period, the value of the national product Y is also 
the total income (including business profits and tax {payments to the 
government) received by all sectors of the economy. The income 
received by the community is disposed of in one of tivo ways: (a) part 
of it is expended on consumption, and (b) the remainder is saved. 

In symbols y ^ C -f- 5 (2) 

Since Y and C are identical magnitudes in the equations (1) and (2) 
it folloivs that in any period, 

S^l 

iThe government can spend money cither on providing goods and services for 
current consumption by the commiiiiit) or on providing goods that are added to the 
stock of capital in the country 



512 


THE MODERN THEORY OE INCOME DETERMINATION 


Since students frequently have difficulty in understanding the 
definitional equality of S and I, we shall explain this equality in 
another way by referring to actual economic piocesses. Let us assume 
a closed economy— that is, an economy that has no contact ivith 
foreign countries. Net investment for any period refers to the net 
additions made to the stock of goods in a country between the time the 
period begins and ends (for example, in a year). During that period 
net savings is equal to the total obtained by adding the savings of 
many household and business units in that country; some units 
will dissave (have negative savings), while others will have positive 
savings. 

The net savings of the household and business units can take 
one of three forms: 

1. Money. 

2. Claims on other people such as securities, promissory notes, 
accounts receivable. 

3. Physical goods such as machines, houses, cars, clothes. 

But money is either a pJiysical good (gold, silvei, etc.) or a claim 
(bank note or demand deposit). Therefore, savings which take the 
fbnn of money can be put into category 2 or 3. We are left with 
only two categories. Claims, in turn, are debts owed by one person 
or institution to another. For the community as a xohole new claims 
must cancel one another; what is a liability to one is an asset to 
another. Thus, net savings can only take the form of net additions 
to the nation's stock of goods. But this is precisely what investment 
means. Thus, the two magnitudes (savings and investment) are 
identical. 

THE CONSUMPTION FUNCTION 

The level of income and employment at any time 
depends upon the amount of spending on currently produced goods 
and services. As ire saw in Chapter 16, total spending on cun’ent 
output is made up of consumer expenditures, gross private invest- 
ment, net foreign investment and government purchases of goods 
and services. By far the largest fraction of spending on current output 
consists of consumption expenditures. Tliese expenditures and gross 
private investment represent spending by the piivate sectors of the 
economy. We turn, next to the factors influencing consumption. 

The propensity to consume (consumption function) is the function 
that relates consumption and income. Figure 32 portrays some of 
the possible relations betiveen consumption and income. In terms 
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of the diagram the consumption function is the cnthe C curve ^vith 
a definite position and slope. The vcitical scale mcasmes consump- 
tion and the horizontal scale measures the level of income. Any 
variants of national income enumerated in Chapter 16 can be used. 
The precise nature of the consumption-income relationship obvi- 
ously depends on the particular variant of income we use. In our 
discussion we shall deal mainly with the consumption-national 
income relationship in general. 

The consumption function expresses the relationship between 
consumption and income at di^ient levels of income at a given 
time on the assumption that all other things remain unchanged. 
The conviction is grosving that the consumption function is capable 
of substantial instability. Thus, assuming the same level of im ome. 
the consumption function may rise or fall dej>endiiig upon the 
distribution of income, the size of the population, the relative 
amounts of liquid asset holding, the behavior of the price level, the 
availability of consumer credit, changes in expectation about future 
as'ailability of goods, future incomes, or future pi ices. Recent studies 
indicate that sve should expect considerable variation in the way 
consumption responds to short-period changes in income. 

The Average Propensity to Consume The concept of the average 
propensity to consume refers to the ratio of consumption to income 
or C/y, The average propensity to consume is a single point on the 
C curve. If, for example, GNP is $300 billion and consumption 
expenditure is $240 billion, the average propensity to consume is 
.8 of income at $300 billion of income. 

The Marginal Propensity to Consume We are interested not only 
in the ratio of consumption to income but also in the i elation 
between the change in consumption (AC) which is associated with 
any given change in income (AY). This ratio aC/aV we call the 
marginal propensity to consume. Thus, if income increased by $5 
billion (A}^ and consumption by $4 billion the marginal propensity 
to consume is .8. 

In Figure 32 the OZ line is drawn at 45“ to the base line OY. 
If C always equaled Y, the relationship C/Y would fall along the 
OZ line showing a 1 to 1 relationship between C and Y. This point 
may be restated as follows: If the community consumed its entire 
output, at any point on the OZ line consumption equals income. 
If income is OHj a level of consumption equal to income would 
be 01^ (or Aft). The average propensity to consume would always 
be 1 (or 100 percent). If we compare changes in consumption with 
changes in income, we find that for every increase in income of 
one dollar there is an increase of consumption by one dollar. 
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Casual observation would support tlie thesis that consuixiption is 
seldom equal to total income. Savings and taxes keep consumer 
expenditures belmv the level of total income. The relationship be- 
tween consumption and income is highly complex. One possibility 
is illustrated by the consumption function OC. As income rises, 
consumption varies directly by a constant amount, but it does not 
rise as rapidly as income. The consumption function is below the 
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FIGURE 32 

OZ line and for any point on the OC line (for example. A') the 
distance A'/f to the horizontal axis is then 80 percent of the distance 
0// to tile vertical axis. In other words, the consumption function 
(OC) has a slope of .8. The marginal propensity to consume is less 
than 1. In the case of OC the marginal propensity to consume 
(aC/aY) is .6 at all levels of income. For every increase in income 
of $10, consumption increases by $8. Since tliis is true at all levels 
of income, the mai'ginal propensity to consume is constant and equal 
to .8. The average propensity to consume will be constant and equal 
to the marginal propensity to consume if the consumption function 
is a straight line which passes through the origin.* In order to have 

i^Cieomeuically, for a straight-line consumption function that cuts the vertical 
n\i8 of OF and the line OZ above zero, the average pro] 3 en 8 ity to consiunc will be 
declining, since to the left of the point of intersection with OZ savings arc negative— 
consumption exceeds income— and to the right of the point of intersection with OZ 
savings are positive, that 1$, consumption now is less than income. 



SAVINGS, INVESTMENT AND INCOME 


515 


such a consumption function, consumption must be zero when 
income is zero, 

In the world around us consumption is more than income at the 
lowest levels of income. At liigher income levels consumption rises 
but not as fast as the increase in income. Thus, in Figure 32 the 
consumption function C'C' seems to be iti closer accord ^vith the 
facts of life than does the curve OC. For all incomes from zero to OH 
the ratio of consumption to income is greater than 1 since the con- 
sumption function lies above OZ, At income H consumption is equal 
to income, the average propensity to consume is 1 and there are no 
savings. For all levels of income above H consumption increases but 
not as rapidly as income; since the ratio of consumption to income 
falls as income rises, positive savings increase. The absolute amount 
of savings increases rapidly. 

As we saw earlier, the marginal propensity to consume is always 
measured by the slope of the consumption function. Since C'C' is 
a straight line, the marginal propensity to consume is the same for 
all levels of Income. We have drawn it parallel to OC so that the 
marginal propensity to consume is the same— .8. Ho^ve\'er, tlie aver- 
age piopensity to consume falls as income increases even though the 
marginal propensity to cxinsume is constant. This is always true when 
the consumption function with a slope of less than 1 intersects the 
45® line to the right of the origin. 

THE RELATIONSHIP OF INCOME, INVESTMENT AND SAVING 

For purposes of exposition the specific position and 
slope of the consumption function need not concern us. As long as 
the average propensity to consume is less than 1, we have positive 
saving. The act of saving represents a diversion of the flow of spend- 
ing for current output of goods and services. Unless the saving is 
restored to the income stream, the volume of income— representing 
aggregate spending— will be reduced. The consumption function 
states how large the diversion from current spending will be as 
income changes, and thus it tells us how large investment must be 
to maintain aggregate demand consistent with each level of income. 

If the horizontal axis in Figure 32 represents disposable income 
of individuals, the only diversion from income is personal savings. 
For markets to be self-balancing government expenditure plus net 
private investment must equal tlie sum of taxes plus saving. If we 
use GNP as our measure of income, the diversions fi'om income 
include all forms of business and personal saving and all taxes, 

This point can be illustrated by referring to Figure 38. As in our 
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previous diagram, along the OZ line the level of income as recorded 
on the horizontal axis (income) is exactly equal to tlie sum of the 
vertical distances representing the amount of consumption and in- 
vestment expenditures that people are ^villing to make. At income 
OH consumption is equal to A'H, Unless investment equal to A* A 
is forthcoming, total spending will not be equal to OH and therefore 
income equal to OH cannot be attained. 



Income 
FIGURE 33 


We can formulate the relation between income, investment, and 
consumption as follows: If the level of investment is taken as given, 
the level of income (hence of output and employment) is uniquely 
determined by the propensity to consume and that level of invest- 
ment. In other words, given the propensity to consume, there exists 
for any given level of investment one and only one equilibrium level 
of income. We can illustrate this point by assuming that the con- 
sumption function is .8 and that the level of investment is $20 billion 
in a given period. The equilibrium level of income in that period 
will be $100 billion. The explanation is as follows: 

From our national income accounting we know that 7 = C + 7. 
We are told tliat; 


a. Consumption s ,87 

b. Investment is $20 billion 

We can substitute .87 for C in equation 7 » C + 7, and we can 
substitute $20 billion for 7, Thus we have: 
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.8y + $20 billion 
.2y =^$20 billion® 

y = 5'$20 billion 
y = $100 billion 

In order to explain the notion of an equilibiium level of income 
we must digress briefly to explain the difference between anticipated 
or planned (ex-ante) expenditures and realized (ex-post) expendi- 
tures. The national income data refer to realized or ex-post magni- 
tudes. By the very nature of double-entry accounting the diversion 
from current spending resulting from saving must be equal to the 
sum of realized investment. Since the ex-post accounts deal with 
actual events the books must balance if they are drawn up correctly. 
The fact that ex-post savings equal investments does not imply equi- 
librium or stability in the level of economic activity. 

While the ex-post magnitude savings and investment must be 
equal there is no need for planned (ex-ante) savings to equal planned 
(ex-ante) investment since the decisions to save are made by one 
group— consuming units— and decisions to invest are made by an 
entirely different group— business firms. 

An equilibrium situation exists when realized savings are equal 
to planned savings, when realized investment equals planned invest- 
ment, and when planned savings and planned investment equal 
realized savings and realized investment. 

Our previous illustration represents an equilibrium situation with 
respect to economic activity. The community planned to save $20 
billion out of an anticipated income of $100 billion and its ex-pust 
savings are equal to its ex-ante savings. Moreover, business Arms 
planned to invest $20 billion, and their plans were realized. Thus. 
$100 bilBon is an equilibrium level of income, and total spending 
is sufficient to maintain the level of income until something happens 
to change the amount of consumption or investment. 

If the volume of realized saving differs from the volume of planned 
saving and if realized investment differs from planned investment, 
expectations of consumers or businessmen or both will not be 
realized, and this will lead to changed plans for spending in subse- 
quent periods. To illustrate this point we shall assume as before 
that consumers plan to spend .8 of a $100 billion income and busi- 
ness firms plan to invest $20 billion. Now we shall assume that 
consumei's actually spend $90 billion. Since tliere has been no 
change in the production of consumers’ goods, the attempts of con- 

8 The simple algebra is 1.0V — .87 a: $220 billion .27 = $20 billion rau be retvriUen 
^7 s $20 billion. Multiplying both aides by 5 wc get Y 5«$20 billion. 
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sinners to spend an additional $10 billion on consumption can be 
satisHed only: 

1. By allowing inventories of retailers and wholesalers to fall. If 
this happens, we have net disinvestment of $10 billion as far 

as inventories are concerned, Total investment is no longer ,, 
$20 billion but $10 billion (the original $20 billion less the 
$10 billion of inventoi 7 disinvestment). Thus, S ($10 billion) = r 

7 ($10 billion). The situation is now: 

y « C + 7 

$100 billion a $90 billion -f $10 billion 
5 « 7 

$10 billion & $10 billion 

2. If retailers and wholesalers refuse to or cannot reduce the size 
of their inventories then the increased pressuie of $10 billion 
resulting fioin the community's action to reduce the level of ^ 
savings will result in a rise in prices. Thus, income {Y = C + 7) 

will rise to $110 billion since C is $90 billion and 7 remains 
unchanged at tlie assumed level of $20 billion. $10 billion of 
this income goes to merchants in the form of windfall proBts 
resulting from the price rise, Since they do not spend this addi> 
tional income, savings are still $20 billion (5 s y — C ~ $110 
billion — $90 billion) despite the action of consumers to reduce 
tile level of savings. The situation is now: ' 

y C + / 

$110 billion ss $90 billion + $20 billion 
S « 7 

$20 billion = $20 billion 

In neither case do we have an equilibrium level of income al- 
though savings ex-post equals investment ek-post. In the first case, 
realized investment is smaller than planned investment, and busi- 
nessmen will expand their investments in the next period, thereby ’ 

increasing income. In the second case, income has risen, but since 
consumers ex-post spent ®%io of their income, they spent more than ^ 

their planned fraction of income. They will reduce their con- 
sumption in the next period, and income will fall. As long as 
consumers plan to spend of their income and business firms plan 
to invest $20 billion, the equilibrium level of income is $100 billion. 

This is the only income at which planned savings and realized savings * 
are equal and at which planned investment and realized investment 
are equal. 


1 
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The equilibrium level o£ income may not be a level in which there 
is full employment of our labor force.^ If an equilibrium situation 
exists, planned and realized savings are equal, and planned and 
realized investment are equal. If there are no forces to change these 
plans and their realization, there need be no change in the level of 
income (and economic activity). Yet this level may not provide full 
employment. We can illustrate this condition by reference to Figure 
33. If we assume a full-employment level of income is OG and that 
the actual level of income OH is an equilibrium one, income need 
not change from OH unless the propensity to consume or the level 
of investment changes. Thus we have an equilibrium level of in- 
come OH which is not a full-employment level of income. 

If the consumption function remains .8 and investment increases 
from $20 billion to $30 billion, we can ascertain the new equilibrium 
level of income with a few simple arithmetic calculations. Since 
we have 7 = C -{- / and we are told C = .87 and I is $30 billion, we 
solve for 7 and discover it is $150." We can easily test to see if $150 
billion is an equilibrium level of income. C is (.87 or) $120 billion 
and investment is $30 billion. Planned savings ($30 billion) equals 
realized savings ($30 billion) and planned investment ($30 billion) 
equals realized investment ($30 billion). Thus income can peima- 
nently be maintained at the equilibrium level— where the amount 
of saving that people want to do is matched by the amount of invest- 
ment that businessmen are willing to maintain. Saving and invest- 
ment are brought into balance over time by the equilibrating mecha- 
nism of income. 

THE MUirrPtlER 

We were able to ascertain the equilibrium level of 
income in the preceding section by making the ovcrsimplihed as- 
sumption that the average propensity to consume is constant (that is, 
.87). As tve saw earlier, a more realistic view of the world would show 
a declining average propensity to consume (CC' in Figure 33), as 
income rises. 

* By full employment we refer to a situation in whicU people currently employed 
do not on the whole desire to engage in moie woik at current rates of remuneiation. 
Moieovei. tlic people wlio are not cuncntly employed must be able to anticipate 
being employed witiiln a relatively sbou time at occupations ivhich utilize their skills 
and in nxirfemg conditions appimimately equal to those at present prevailing in these 
occupations. 

s y s C / and C =3 BV, / «= $80 billion 

Thus y « -By 4 . $90 billion 

%y $30 billion 
y » $160 billion 
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Instead of our simple statement that the average propensity to 
consume {C/Y) is a constant we must revise our statement to read 
that C/Y declines as income rises and vice versa. By dropping the 
assumption of a constant average propensity to consume, we can 
no longer compute the equilibrium level of income to which the 
economy will move in the simple manner which we previously em- 
ployed. Since C/3' is not constant but varies with income, we cannot 
know tile average propensity to consume appropriate to the new 
level of income unless we already know the new level of income 
itself. But we are tiying to find the new level of income! 

If the average propensity to consume is not constant but falls as 
income rises, we must know how C/3' changes with changes in 
income if we are to find the new level of income resulting from 
an increase in investment (i). An increase in / of $10 billion will 
increase income. In order to find tlie new equilibrium resulting 
from this rise in 7, we must know how the average propensity to 
consume changes as income changes. 

We can look at this problem in another way. If we study the 
increment in income (A?), we shall observe that the manner in 
which it is distributed between an increment in consumption (AC) 
and an increment in savings (AS) does not correspond to the way 
in which income (7) has previously been divided between consump- 
tion (C) and savings (S). In other words, the marginal propensity 
to consume (a C/A)') is not equal to the average propensity to con- 
sume {C/Y). If C/Y falls as income rises it must mean that aC/aF 
is less than G/Y, In order to know the value of the average propensity 
to consume {G/Y) for any neto level of income we must first know 
the value of the marginal propensity to consume (AC/Ay). 

It should be clear that the marginal propensity to consume is 
important to our system of income determination. If we know the 
^^lue of (aC/aI'), we can solve our problem of determining the new 
equilibrium level of income when investment changes. If consump- 
tion decreased by an amount equal to added investment, total in- 
come would remain constant. If added investment increases income, 
consumption cannot have declined. Therefore, the added investment 
must be financed by the creation of new money or an increase in 
the income velocity (Fy) of the existing stock of money. 

1rhe increased income resulting from the added investment sets 
up a series of secondary events. Thus, a $10 billion increase in invest- 
ment does not result in a mere $10 billion increase in income. As 
income increases, consumption increases, thereby leading to a further 
increase in income which in turn leads to a further increase in con- 
sumption and so on. This process is not endless. If the marginal 
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propensity to consume is .6, only one half of each increment to 
income iviJl be returned to the spending stream by consumption. 

Assuming a marginal propensity to consume of .6 and an addition 
to investment of §10, tlie process of expansion in money income is 
illustrated in Table 51. From tliis table it is clear that money income 
in period 1 is §10 higher than in period 0, In period 2, however, 
money income increases another $5 because of the induced increase 
ill consumer spending. In period 3 consumption and money income 
rise anotlier $2.50 because of tlie induced increase in consumption 
and money income in period 2. The chain of secondary consumption 
spending set up by the $10 of investment spending turns out to be 
a dwindling chain ^vhich adds up to a finite amount. This problem 
is similar to one met in ascertaining the ultimate limits of de- 
posit expansion in Chapter 6. There, the volume of neiv deposits 
was determined by the formula for an infinite (diminishing) geo- 
metric progiession [1/(1 — R)] where R was the leqiiired reserve. 
The multiplier which tells how large an increase in income will be 
associated with an increase in investment (A/) can be ascertained by 
the same foimula [1/(1 ~ R)] where R is the marginal propensity to 
consume.® Thus the multiplier {k) is 

1 

1 — the marginal propensity to consume 

In our illustration the marginal propensity to consume is .5 and the 
multiplier is 2. An increment to investment of $10 leads to a $20 
rise in income. As can be seen in Table 61 expansion in money 

B Assume / Increased from $20 to $ 30 . The mcremenl to in\’C8tincnt (^l) is $ 10 . 
The problem is to fmd out by how much tncome will rise We want to know the value 
of the new cqullibruim level of income stemming from the change in / (4/). 

A/ = ay - AC 


(Since we know the increment of income will be divided somehow between consump- 
tion and investment.) 

.'.A7 ==Ay- AC 


(dividing both sides of this equation by ^Y) 


. A/ _ Ay AC . AC 
••^“‘Ay“Ay* A? 


^thc reciprocal 




’ * A/ AC 

“"ay 


(multiplying both sides of the equation by A/) 


ICMtittued m nest Page. 
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income continues until money income is 320 greater than in period 0. 
310 o£ this increase is due to the increment in investment and 310 
is due to the induced consumption. 

The cliange in income is always a certain multiple h of the change 
in investment. The multiple k is called the multiplier and its value 
depends on the marginal propensity to consume (aC/AY). The larger 
the marginal propensity to consume the larger the multiplier; the 
smaller the marginal propensity to consume the smaller the multi- 
plier.^ 

Thus far we have assumed that the increase in investment is a 
“one-shot' ' affair. But we know that as income increases, business 
firms’ expectations become more favorable and investment plans 
are revised upward. Thus, the rise in consumption gives rise Lo new 
investment. The ratio between a net change in consumption outlays 
and induced investment is called the acceleration coefficient. For 
example, if we find that a net increase of $6 billion in consumption 
leads to net investment of $10 billion, the acceleration coefficient is 2. 

The acceleration principle may be illustrated by a simple example. 
Suppose that 100 units of capital equipment is needed to maintain 
a constant flow of 1,000 consumers’ goods. If this capital equipment 
wears out in 10 years, each year 10 units must be replaced. Let us 


Let 118 substitute ft for . 

1 

tlien 

From cli/s relationship tve obsen'c that tlie diatige in income (aF) tvill be equal to k 
times the change in investment (A/): ft u equal to 


.■.Ay = A/- 


1 - 


aF 


AF 


AF ft'A/ 



1 

1 the marginal propensity to consume 


The marginal propensity to save Is 1 minus the marginal propensity to consume. 
If tlic marginal propensity to consume is >9. the marginal propensity to save Is 1 — .9 
or .1. Thus the multiplier ft Is the reciprocal of 1 minus the marginal propensity to 
consume or the reciprocal of the marginal propensity to save. 

T For example: 


1 

'Tli? 

av 


^ _ 2 
af ""S 

AC_ 1 
AF*“ 2" 


A sa 


1 




= 


k = 


1-^6 % 




f 
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assume tliat the acceleration coefficient is 1. In other words a 10- 
percent increase in consumption from 1,000 to 1,100 calls for a 
10-unit increase in the production of capital goods in addition to 
the normal replacement of 10 units each year— a total of 20 new 
capital goods. The operation of the acceleration principle is sliown 
in Table 52. A lO-percent increase in the rate of consumption calls 

TABLE 52 


acceleration effects on investment 


Period 

Consumption 

Capital 

equip- 

ment 


Investment 


% Change 
in 

investment 

Additions 

Replacement 

Total 

0 

1,000 

100 

0 

10 

10 

• # * • • 

1 

1,100 

no 

10 

10 

20 

-i-100 

2 

1,100 

no 

0 

10 

10 

-50 


for a lOO-percent increase in the production of new capital goods 
including the normal replacements of 10 units, making total gross 
investment 20 according to the assumed acceleration coefficient of 1. 
The important thing to observe is the lOO-percent increase in invest- 
ment resulting from a 10-percent increase in consumption. When 
consumption remains constant, investment falls 50 percent. Thus, 
clianges in the rate of consumption give rise to magnified changes 
in investment, according to the acceleration principle. 

The interaction of the multiplier and the acceleration principle 
provides a tool for measuring tlie induced investments which result 
from increases in consumption from one period to the next. The 
process is shown in Table 58, It is noteivorthy that after the third 
period the total ina*ease in consumption is too small to induce a 
kvorable change in investment. A total increase of $50 in investment 
has given rise to total increases in national income of $148,125, or 
almost 3 times the initial outlays of $50. The results would be very 
different if we assumed a different marginal propensity to consume 
and a different acceleration coefficient. 

While the multiplier is a useful tool for analyzing the effects upon 
income of a change in investment, tlie practical application of this 
concept is limited by the assumption of a constant marginal pro- 
pensity to consume. Considerable variation in relationsliip between 
consumption and income may take place in the short run. Moreover, 
the same practical limitation arises in connection with the accelera- 
tion coefficient. 
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TABLE 53 

MULTIPLIER AND ACCELERATION EFFECTS ON INCOME 


Period 

Initial 

outlay 

Induced 

consumption 

Induced 

investment 

Total increase in 
national income 

1 

$10 

$ 0.00 

$ 0.00 

$10.00 

2 

10 

5.00 

10.00 

25.00 

3 

10 

12.50 

15.00 

37.50 

4 

10 

18.75 

12.50 

41.25 

5 

10 

20.625 

3.75 

34.375 


Assumptions: 1. Marginal propensity to consume s .5 
2. Acceleration coefficient as 2 


■ THE KEYNESIAN THEORY OF INTEREST 

CLASSICAL AND NBOCLASSICAL POSITION 

The classicists did not devote much attention to effec- 
tive demand or what determines the level of income. The reason for 
lack of any concerted attention to that problem is no doubt explained 
by the classical theory of interest which we outlined earlier.® Accord- 
ing to that theory, the rate of interest is determined by the demand 
for and supply of real capital. In the classical view, the demand for 
capital is a function of the productivity of capital; the supply of 
capital is a function of thrift or abstention from consuming current 
output. 

The rate of interest was a safety valve, in effect, which ensured 
that 

1. The level of saving would be equal to the level of investment 
(and) 

2. Total effective demand (that is, the combined demand for goods 
and services for consumption and for investment) would always 
clear the market of output produced. 

To the classical formulation (which we shall call the "real” theory 
of interest) neoclassical analysis added two factors. 

1, The effect of purely monetary forces on tlie late of interest. 
In other words, the effect on interest rates of increases or de- 
creases in the stock of money brought about by a fractional 
reserve banking system. 

8 See Chapter 17. 
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The effect on interest rates of the desire to lioard (that is, hold) 
money, whether cash or demand deposits. 

According to neoclassical 1116017 , the rate of interest cannot be 
explained solely by the interaction of the demand for saving (that is, 
investment) and the supply of saving (that is, thiift), For one thing 
there is no such thing as a market for saving or a price for saving. 
What we do have is a market for loans or credit, and the rate of 
interest is the price paid for boiroiving loanable funds. The supply 
of loanable funds is not quite tlie same as the supply of saving; for, 
in addition to saving, tivo otlier factors must be taken into account 
before arriving at the total available flow of loanable funds. These 
are ( 1 ) changes in the quantity of money resulting froni loans ex- 
tended by the banking system and ( 2 ) clianges in the community's 
hoards of money (that is, saving which is not available for lending). 

The innovation introduced by the neoclassical or “loanable- 
funds" theory of interest can be illustrated in another way. If the 
banking system cannot create money but mex-ely tiansfers the sav- 
ings (income minus consumption) from one individual to another 
and if there were no hoarding," then the supply of loanable funds 
would be equal to the volume of goods and services which were 
produced and not consumed during a given period. The money rate 
of interest would equal the real rate of interest. 

The classical tlieory of interest postulated that the rate of interest 
is determined solely by the schedules of investment and saving, or 
in symbols 

In contrast the loanable-funds theory of interest said tliat the rate of 
interest is determined not only by the schedule of savings and in- 
vestment but also by changes in tlie volume of money (M) and 
changes in the desire to hoard (H); in symbols 

For the “real" tlieory of interest, when saving equals investment 
(5 = 7), we have an equilibrium position of botli the rate of inter- 
est and the over-all effective demand and supply relations. In other 
words, ivhen 5 = 7j the aggregate demand for goods and services will 
clear the market of goods and services produced. If I and S xvere not 
equal, the rate of intei;est ivould change until 7 and S were made 
equal. If investment wCre to exceed^ savings, the rate of interest 
would rise causing investment to fall and savings to increase; the 

Bfiy hoarding ive mean the demand Eor cadi balance!. 


r 
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rate of interest would continue to fluctuate until / =s S. On the 
other hand> if investment were less than savings the interest rate 
would fall causing investment to rise and savings to fall; the interest 
rate would cease to fluctuate when / ~ 5. 

According to the loanable-funds theory, the rate of interest is 
determined not only by saving and investment but also by the two 
additional factors, M (changes in the quantity of money) and H 
(changes in the desire to hoard). Because M and H are foctors which 
affect the rate of Interest, it does not always settle at the point where 
/ and S are equal; the inteiest rate does not automatically assure 
that saving and investment will be equal. Thus, it was the change in 
the exposition of interest theory which enabled the neoclassicists 
to develop the theory of economic fluctuations (changes in the price 
level and in the level of income in the short run) which was out- 
lined in the preceding chapter. 

The changes in interest theory resulting from the introduction of 
the M and H factors as they affect interest rates did not involve a 
basic change in the formulation of the “real” rate of interest. Rather, 
it represented an evolution of classical interest theory. The intro- 
duction of the monetary factor {M) was not a new idea. Earlier 
writers had not completely disregarded the effect of M on the rate of 
interest. They recognized that a change in the quantity of money, 
in the short run, would change the pattern of relationships among 
prices of various goods. Since interest was considered a price, the 
classicists recognized that a change in the quantity of money might 
affect interest rates relative to other prices. They assumed, however, 
that in the long run, relationships among prices were determined 
by real forces lying behind the supply of and demand for goods. 
Thus, a charige, in the quantity of money would affect the absolute 
level of all prices; the prices of all goods would maintain the s^me ' 
relationship to one another that existed before the change in tlie 
quantity of money and in the general price level. 

The neoclassical formulation of interest theory represented largely 
a change in emphasis. In the “loanable-funds” theory of inteiest, 
saving and investment continued to be the dominant forces. The 
emphasis, however, ^vas changed from concern "ivith long-run foices 
affecting economic life to a consideration of the short-run factors 
affecting the level of prices and income associated with business 
cycles, 

The introduction of the hoarding factor, H, did not represent a 
basic change in the content of interest theory. The classical writers 
were not unaivare of the existence of hoarding. They considered its 
effects as negligible. They were of the opinion that the bulk of so- 
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ciety was concerned with maximizing its income. Since there were 
reivards—in the form of interest— for lending, few people would care 
to hoard. They tliercfore reasoned tliat the volume of Jioarding was 
small and the effect of changes in tlie demand was negligible. Neo- 
classical theory, in contrast, gave hoarding explicit mention in the 
formulation of interest theory. Apart from this formal recognition, 
the hoarding element was not given much greater causal weight in 
the neoclassical analysis than it had received at the hands of earlier 
writers. 

THE KEYNES APPROACH 

In contrast with the neoclassical developments, the 
theory of interest put fonvard by KLcynes represented a radical de» 
parture horn previous analysis. He rejected the "rear* theory of 
interest as fallacious. It ^vill be recalled that according to the most 
common version of tlie “real” tJieory, the rate of interest was deter- 
mined by the relation of the supply schedule of capital (which 
shows the amounts which would be saved at various assumed levels 
of interest) and the demand schedule (which showed the amounts 
which would be invested at various hypothetical levels of interest). 

Keynes criticized tliis formulation on two grounds. In the first 
place, he argued that the level of saving t^ras dependent only to a 
small extent on the level of interest rates: the most important factor 
affecting the level of saving, in his vie^v, ^vas the level of income. 
Because the classical analysis liad not included the income factor 
explicitly, it suffered a serious omission. In the second, and more 
important place, classical analysis could not be amended to include 
the income factor because it suffered from a basic logical flaw which 
Keynes explained in the following manner. 

Since tlie level of saving depend largely on the level of income, 
and since the level of income depends largely on the level of in- 
vestment, the saving schedule itself depends on the level of invest- 
ment. In other words, saving and investment are not two independ- 
ent Variables, the interaction of which can be said to determine the 
Interest rate but are instead two interdependent variables which can- 
not, therefore, furnish material for a theory of the rate of interest. 
We can state this in another way. The classical assumption of full 
employment (the level of income is constant) is inconsistent with 
Us assumption that changes in the investment schedule and/or the 
savings schedule bring about changes in the rate of interest. If either 
schedule changes (that is, investment or saving) Income must 
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cJ)ange.^“ According to Keynes, it is the change in the level of in- 
come and not change m the rate of inteicst which biings savings 
and investment into equilibrium. 

Keynes filled the gap left by his i ejection of the classical theory 
of interest by formulating a purely monetary theory of interest. In 
it he argued that the rate of interest is the resultant of two factoi's 
— ( 1 ) the stock of money and ( 2 ' what he called "the schedule of 
liquidity preference." Of course, both these factors had been in- 
cluded in the neoclassical developn.ents of interest theoiy. The main 
areas of difference between Keynes' liquid! ty-prefeiencc theory and 
the "loanable-funds account" were twofold. First, whereas neoclassi- 
cal theoiy had retained saving and investment as determining factors, 
Keynes omitted them comjiletely from his theory of inteixfst. Sec- 
ond, the hoarding element which played only a minor role in neo- 
classical analysis was developed as the central factor in Keynes’ the- 
017 in the foim of his liquidity-preference schedule. 

Like hoarding, the concept of liquidity preference refers to the 
aggregate desire of individuals to hold part of their assets in the 
form of cash (currency and demand dejiosits) rather than in the form 
of interest-beating securities or other evidences of debt. But, whereas 
hoarding had been regarded as a moie or less irrational impulse 
which could be neglected in monetary economics, Keynes analyzed 
the demand for liquidity as a highly rational and very important 
variable in the economic system. 

According to Keynes, the advantage of keeping all one’s wealth 
in interest-bearing form is offeet by two important disadvantages: 

1. Interest-bearing instruments aie less "liquid" than cash. 

2. The value of interest-beaiing instruments is not fixed (except 
at some future date when the bond comes due) but varies 
from month to month, from iveek to iveek and from day to 
day. A general rise in interest rates always means a fall in the 
market value of any particular bond. Thus, inteiest-bearing 
instruments can often be a source of loss to a holder since a 
decline in tlieir market value can exceed the small gains in 
interest derived from holding bonds instead of holding cash. 

Because of these factors it may very ivell be more rational to 
"hoard" (hold money) than to "lend" in certain situations. (One 
such case ivould occur when the individual expects to have the 
opportunity for a good "buy" in the future. Rather than hold a bond 
in the interim, he would prefer to hold his wealth in the most 

10 Sec picceding section of this chapter starting on page 51?. 
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liquid and readily available form—tliat is, cash. Also, i£ the indi- 
vidual expected interest rates to rise in the future he would prefer 
to hold cash rather than to hold a bond, the market value of ivhich 
can be expected to fall as interest rates rise. Furthermore, in situa- 
tions of great uncertainty the community as a whole would attempt 
to inci’ease the fraction of its iivealth held in liquid form.) As op- 
posed to the advantages of having liquidity, there is the disadvan- 
tage of the interest ivhich is foregone in order to hold cash. 

Taking all these factors into consideration, Keynes postulated 



tliat the demand schedule for cash, that is, of liquidity preference, 
at various levels of interest would look somewhat as in Figure S4. 
The reasons Keynes gave for the negative slope of this curve were 
tivofold. For one thing, the higher the level of interest rates, the 
greater is the sacrifice involved in holding cash and the smaller ivill 
be tlie demand for cash. For another thing, the lower the level of 
tlie interest rate, tire greater rvill be the expectations that it will 
rise and therefore the greater will bfc the desire to hold cash. 

In Keynesian reasoning, tlie curve of liquidity preference show- 
ing tlie amounts of casli desired by the public at various levels of 
interest rates forms the demand side of the interest equation. This 
demand, in conjunction with the given supply of money determines 
the level of the interest rate. 

For any given liquidity-preference curve there is one and only one 
rate of interest at which the demand for (L) and supply of cash 
(M) will be equilibrated. In Figure 34 the equilibrium rate is 3 
percent. The reasoning here follows the usual analysis of supply 
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and demand relationships. At rates lower than 3 percent the demand 
for money exceeds the available supply; when the rate of interest is 
2 percent, the demand for money exceeds the stock of money by 
CD, The community as a whole will therefore attempt to convert 
their noncash assets (that is, interest-bearing securities) into cash. 
The general attempt to unload securities will cause seairity prices 
to fall and their effective yields to rise. Since the interest rate must 
be equal to the effective yields available on existing securities of 
the same type, the fall in security prices is tantamount to a rise in 
interest rates. Interest rates will continue to rise (security prices 
will fall) until they reach 3 percent at which point the supply of 
money is equal to the demand for money. Conversely, at rates higher 
than 3 percent the process would be reversed. For example, at 4 
percent, the supply of money exceeds the demand by EF. Since the 
community’s desire to hold casli would be less than the supply of 
cash, it would attempt to get rid of its excess cash holdings by pur- 
cliasing securities. The concerted purchase of securities for cash 
would cause prices of interest-bearing obligations to rise and their 
effective yields to fall. Purchases of securities would continue until 
interest rates fell to 3 percent at which point the supply of and de- 
mand for cash are equilibrated. 

tMPUCATiONS Of UQUIDITY PREFERENCS 

Before concluding this chapter it would be well to 
explore two highly significant implications of tlie liquidity-prefer- 
ence theory. Both implications have given rise to a good deal of 
theoretical controversy. We shall confine our discussion to the main 
threads of these disputes in the two sections which follow. 

The Interest-Elasticity o£ Liquidity Preference The first impor- 
tant implication of the Keynesian theory of interest concerns the 
effect of changes In the stock of money on the level of the interest 
rate. According to neoclassical analysis an increase in the quantity 
of money always causes a fall in the rate of interest. According to 
Keynes, the effect of a change in the quantity of money on the inter- 
est rate will depend on tlie nature of the liquidity-preference 
scliedule. 

Parts A and B of Figure 36 show two possible types of liquidity- 
preference curves. In Part A the demand schedule for cash which is 
shown depends to only a very small extent on the level of tlie inter- 
est rate. A change in the interest rate from 2 percent to 1 percent is 
associated with a small increase in the demand for cash from OA to 
OB, The liquidity demand is insensitive to changes in the interest 
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rate; the liquidity curve is interest-inelastic. In Part B the opposite 
situation is portrayed; the liquidity cuive is sensitive to changes m 
the interest rate. A change in interest rate from 2 percent to 1 per- 
cent induces a laige incieasc in tlie community demand For cash 
from OC to OD; the liquidity curve is highly interest-elastic. 

It would be possible to depict in diagrams many types of possible 
liquidity-preference schedules; ive shall, howevei, show only three 
more. In Part A of Figure 36 the liquidity-preference curve shown 
has a zero elasticity; the demand foi money shoivs no variation 



Quantity of Money 
A 



B 


FIGURE 35 


despite changes in the interest late. Part B portrays a liquidity-pref- 
erence curve with infinite elasticity. People will be willing to hold in 
cash form all increases in money the banking system is able and 
willing to provide. Looked at in another ivay an infinitely elastic 
liquidity curve implies that the slightest fall in the rate of interest 
will be accompanied by an enormous (infinite) increase in the quan- 
tity of cash demanded by the public. The liquidity-preference curve 
in Part C illustrates a combination of elasticities. Between W and 
X the demand for liquidity has virtually zero elasticity; betiveen X 
and Yj it is fairly elastic; beyond Y and moving toivard Zj elasticity 
increases until it becomes almost infinite. A number of writers sug- 
gested on the basis of a priori reasoning that this ivould represent 
the most likely shape of the liquidity schedule. The reasoning can 
be outlined as follows. At very low levels of inteiest rate, expecta- 
tions will be almost univei sally held that the rate of interest cannot 
fall further and that the only possible change is upivard. Since the 
expectations of a rise in the rate of interest is tantamount to an 
expectation of a fall in tlie price of interest-bearing securities, there 
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At the risk of repetition, it ^vill be useful to contrast pre-Keynesian 
thinking on the factors affecting the interest rate. Accoiding to the 
“real" theories, changes in saving and/or investment directly affect 
the rate of interest; it is changes in the inteiest rate and not changes 
in the level of income which bring about equilibrium between the 
new level of savings and the neiv level of investment. In the neo- 
classical system, changes in saving and/or investment change both 
the level of income and the rate of interest. Changes in both income 
and the rate of interest bring about equilibrium between the ne^v 
level of saving and the new level of investment. 

Thus, as far as the relationships betiveen changes in income and 
in the interest rate and the equilibrium of saving and investment, 
the neoclassical version represents a synthesis between the “real” 
theory and the Keynesian analysis. In tlie controversy ivhich lias fol- 
lowed the publication of Keynes’ General Theory, it has become 
apparent that the Keynesian analysis as outlined above represented 
an oversimplijfication of tlie relationships involved. As amended in 
order to correct its omissions, the neo-Keynesian version is virtually 
identical with the “loanable-funds" formulation of interest. In order 
to explain the amendments to the original version of Keynes’ theory 
of interest, it will be necessary to digress briefly to examine the 
concept of the demand for money. 

The demand for money is a demand for liquidity. Keynes distin- 
guished three separate motives which lead people to hold money; 
they are (1) the transactions motive, (2) the precautionary motive, 
and (3) the speculative motive. 

The transactions motive for holding cash refers to the need of 
households and business units to hold sufficient money to bridge 
the gap between periodic receipts and payments. The amount of 
cash needed to meet the transactions motive depends on such factors 
as Fisher lists in his discussion of velocity." The transactions motive 
for holding cash depends directly on tlie level of income. The pre- 
cautionary motive for holding money arises because individuals and 
business Arms find it good practice to hold a reserve against con- 
tingencies that may or may not occur at some future date. The 
demand for money for contingencies vaiies with the nature of the 
emergency envisaged; this demand is very sensitive to anticipations 
of the level of income. The speculative motive for holding money 
arises from uncertainty about the future rate of interest (or in otlier 
woixis, the price of interest-bearing securities). Thus, if interest rates 
are high (security prices are low), the individual is likely to antici- 
pate a rise in security prices (or a fall in interest rates) and hence 

It See Chapter 17. 



836 


THE MODERN THEORY OF INCOME DETERMINATION 


will not hold much money for speculative purposes but ^vill prefer 
to hold securities and profit from the anticipated rise in security 
prices. If interest rates are low (security pric’es high), tlie individual 
will anticipate a decline in secuiity prices (rise in interest rates) and 
will therefore hold cash rather than secuiities. 

In our analysis thus far we have assumed that tlie demand for 
money consists solely of the speculative motive for holding money. 
The transactions motive and the precautionary motive for holding 
money have little relationship to the level of interest rates and are 
quite separate from the concept of liquidity preference proper (the 
speculative motive for holding money). 

Therefore, \vc shall distinguish between liquidity proper ^ which 
refers to the desire to hold ivealth in the form of money rather than 
in any other form, and the transactions motive, which refers to the 
need to hold part of one’s income flow in readily spendable form. 
It is quite possible to argue that the two motives overlap or that 
it is impossible in practice to separate, statistically, money held for 
transactions purposes and money held to satisfy the liquidity motive 
proper. It is, however, pedagogically sound to keep separate these 
two motives for holding money. 

We have the total demand Cor money consisting of tivo paits 
(1) a transactions demand for money which we shall call Lt and (2) a 
liquidity-preference demand which we shall call L^,. We have already 
shoivn that Li, depends on the level of the interest rate. Lt depends 
on the level ot income; just as an individual tends to hold more 
money ivhen his income and the price level rises, so too does the 
nation as a wliolc desire more money to carry out its transactions 
at higher levels oi prices and national income. 

Witli this backgixiund we can return to our problem of how 
changes in productivity and thrift (investment and savings) do affect 
the rate of interest. Since changes in investment and/or the pro- 
pensity to save change the level of income, they also bring about a 
change in the tiansaction demand tor money Lt. H Lt changes, Li, 
remaining the same, the total demand for money must change. If the 
total demand for money clianges, and the stock of money remains 
tlie same, then the rate of interest must change. This can be illus- 
trated arithmetically. Let Lt = 5^100 billion and Lj, = $50 billion 
and the money stock = $150 billion. Assume that income increases 
due to an incTease in investment or to a decrease in the propensity 
to save. At the new higher income Lt = $125 and Ll remains the 
same at $50. Assuming the money stock constant at $150, the demand 
for money for liquidity ($50) is gi eater than the supply of money 
($25) to satisfy this desire. In consequence, the interest rate will rise 
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until Ll equals the stock o£ money for purposes of liquidity. 

It should be apparent now that a change in the level of investment 
and/or the propensity to save changes both income and the rate of 
inteieit. This amended vemion of the Keynesian theory of interest 
amounts to the same thing as the loanable-funds, or neoclassical, 
account of the determinants of the interest rate, and, of course, 
thereby, the relationship between saving and investment and the 
level of income. 

QUESTIONS AND PROBLEMS 

1. Why did tlie analysis in Keynes’ General Theory not appear until the 
I930'5, althougii by the end of the nineteenth century many economists 
had detected weak spots in the quantity theory analysis? 

2. a. Explain why, by definition, savings equal investment in the Keynes- 

ian system. How is the identity preserved over the course of the 
business cycle? 

b. Some prefer to say, instead, that savings plus taxes plus consump- 
tion equal investment plus government spending plus consumption. 
Explain in what way this might be regarded as an improvement. 

3. a. What factors may change the marginal and the avemge propensities 

to consume over the course of the business cycle? 
b. Over tlie longer run or secular period? 

4. "Many expositions of Keynesian views place great emphasis on the 
'multiplier* which connects the difference between two under-employ- 
ment-equilibrium levels of income and the corresponding difference 
in investment or government deficit (the 'consumption function' being 
unchanged between the two). To me this concept is an analytical fifth 
wheel; the eximsition is simpler if it is avoided and the whole argu- 
ment is stated in other terms." (A. G. Hart, Money, Debt and Economic 
Activity, New York, 1948, p. 190.) Evaluate. 

5. a. Evaluate tlie role of interest in Keynes’ analysis, 

b. Does the existence of “near money" affect the validity of Keynes’ 
view of interest? 

6. Assume a constant marginal propensity to consume of .5 and a con- 
stant induced investment in relation to the net increase in consump- 
tion expenditures of 2. 

a. Work out for each of the first six periods tlie change for each period 
and the cumulative changes in income, consumption, savings and 
investment, if there is an injection of $100 million in tlie form of 
public works. 

b. How much additional income must be injected in tlie fifth and in 
the sixth periods to keep the level of consumption constant? 

SEfffCrfO REfERENCES 

See close of Chapter 20 for references to both chapters, 
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I HE previous cliapter has dealt with two important 
segments of income analysis. We discussed two questions: 

1. Given the level of investment, how is the level of income 
determined? 

2. What forces determine the level of the interest rate? 

The first two sections of the present chapter complete the analysis. 
We shall discuss two issues. 

1. What forces determine the level of investment? 

2. How do the variables which we have discussed separately fit 
together within the system as a whole? 

■ THE DETERMINANTS OF THE LEVEL OF INVESTMENT 

CLASSES OF INVESTMENT 

The total amount of employment and income is de- 
pendent upon the amount of spending for goods and services pro- 
duced. As we saw in Chapter 19, GNP is the sum of consumption 
expenditures (C), gross private investment {Ip), net foreign invest- 
ment (//), and government purchases of goods and services (Ig). The 
factors affecting consumption expenditures were discussed in that 
chapter. In this chapter we shall discuss the remaining components 
of the GNP; fimt and most important of all— domestic private invest- 
ment Ip; second, foreign investment If; and third, government pur- 
chases of goods and services Jg. 
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Domestic private investment— or the expenditure on nonconsumer 
goods by nongovernmental sectors of the economy— has already 
played a part in the preceding analysis. Before discussing it further, 
however, it rvill be convenient to describe the two other categories. 

Foreign investment is best defined as the excess of exports of goods 
and services over the import of goods and services. If imports exceed 
exports, foreign investment is negative. Looked at another way, net 
foreign investment is equal to the monetary demand for domestic 
goods by foreigners which is not balanced by an equal supply of 
foreign goods. Like private investment, this excess demand from 
abroad implies a demand for domestic Actors of production financed 
by borrowed funds. For, if the goods and services exported are not 
paid for wholly by those imported, the balance must be settled by 
a "promise to pay”— that is, out of borrowed funds or by using past 
accumulations to pay for the net goods and services bought.' While 
changes in foreign investment can sometimes be of great importance 
to the behavior of variables within the domestic economy, in the 
United States they are as a rule of minor importance relative to 
domestic private investment and government purchases of goods and 
services. The magnitude of foreign investment depends to such an 
extent on changes outside tlie domestic economy that ^ve shall exclude 
them from the present analysis.^ 

Government purchases of goods and services. Through its taxing 
instruments government can affect the volume of consumption ex- 
penditures and the level of gross private investment and tliereby can 
alter the volume of employment and income. Through its expendi- 
ture policies the government can increase or decrease the demand 
for certain kinds of goods and services, thus increasing or decreasing 
income and employment. Government expenditure taken by itself 
and disregarding taxes has an income-creating effect; conversely, de- 
creases in expenditures tend to reduce income. Government expendi- 
ture-ignoring taxes— has a multiplier effect upon income just like 
that of private investment. The explanation lies in the chain of 
consumption responses which is set into motion by the people who 
receive the income initially from the government when it purchases 
goods and services. It must be remembered that the federal govern- 
ment is not the only source of government expenditure but that state 
and local governments also expend large sums of money for goods 
and services. 

lit should be noted that to the extent that exports are financed by government 
gifts and loans they are not included in net foreign Investment but are included in 
the figure for government purchases of goods and services. 

s See Chapters 81 and 88 for a discussion of the problems arising out of changes 
in foreign Investment. 
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Domestic Private Investment Total private (nongovernmental) 
domestic expenditure on output consists of two categories—consump- 
tion expenditures and nonconsumption expenditures, ^vhich we call 
private domestic investment. Generally, there is no great difficulty 
in separating consumption expenditures from investment expendi- 
tures. Such items as producer capital goods, expenditures on plant 
and equipment of business enterprises, on stocks or inventories of 
raiv materials, semifinished or finished goods are clearly investment 
goods. So also are new commercial buildings. It is when we try to 
categorize consumer capital goods that we run into difficulty. Con- 
sumer purchases of new residential housing are always regarded as 
investment expenditures. But consumer purchases of other durable 
items are classified as consumption expenditures. In other words, 
we drarv an arbitrary line: housing expenditures are investment; 
others are consumption. 

Another way of achieving a clear-cut division, would be to classify 
as investment all expenditures out of borrowed funds or out of 
accumulated savings and to classify as consumption all expenditures 
out of income. The difficulty ivith this method would be that a 
substantial amount of spending wliich is clearly consumption by 
any common-sense standard takes place out of boiTowed funds or 
by drawing down past savings--and to classify this as investment 
could be misleading. Nor would we be free from drawing further 
arbitrary distinctions even if we could carry out the suggested 
distinction as statistical practice. We shall, therefore, retain the 
customary definition of domestic private investment as the total 
purchases by businesses and individuals of nmvly produced capital 
goods, that is, of plant, equipment, inventories, nonresidential and 
residential housing. 

THE MAROINAI EfFICIENCY OF CAPITAL 

Our present problem is to analyze the determinants 
of the level of investmenL Here again we can dispose of the Ig 
(government purchases) and the If (foreign investment) factors in a 
brief paragraph. Government expenditure is determined by admin- 
istrative and legislative decisions. Government expenditures can be 
increased or decreased depending upon whether the government 
wishes to exert an expansive or contractive influence upon tlie level 
of employment and income. 

Foreign investment depends on the relation between imports and 
exports. Both factors are a function of the general framework of 
inteitiational trade— that is to say, of relative price levels, tariffs, and 
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transportation, costs. Imports tend to vary directly "vviih the level ol 
total domestic income and tlie level of domestic prices. Exports tend 
to vary directly with the level of income abroad and tvith the level 
of foreign prices. 

Domestic private investment, which is by far the most important 
segment of total investment, depends on the net profitability of 
capital formation. For any given item of investment, tliat is, for any 
given addition to plant and equipment, there must exist a certain 
anticipated rate of return. These expected future returns can be 
tliought of as a stream of net expected revenue directly attributable 
to the new investment. Net expected revenue is itself equal to the 
gross expected stream less depreciation allowances, maintenance 
costs and other costs of operating the new equipment, Noav, the net 
expected stream of revenue from a capital asset and the present cost 
of acquiring that capital asset are the two factors tvhich determine 
the “rate of return” available on an increment of capital. The ea.siest 
way in tvhich this “rate of return” can be expressed as a simple 
numerical value is to find that rate of discount ^vhich makes the 
present value of the expected future stream of revenue exactly equal 
to the cost of the asset. Keynes called this rate the marginal efficiency 
of capital.® The concept is similar to tlie Wicksellian natural rate 
of interest, or to the common-sense concept of a rate of return on 
capital, or to the marginal productivity of capital. The only dif- 
ference is Keynes’ explicit emphasis on the fact that the future 
revenue stream is an anticipated or expected stream, hence that the 
marginal efficiency of capital depends not only on technological 
factors but on die optimism or pessimism with which businesses vieiv' 
the future. 

The concept of marginal efficiency summarizes in one number 
the advantage, so to speak, which accompanies the use of an invest- 
ment of capital. Against this advantage, the businessman must weigh 
a negadve factor, that is, the cost of having money tied up in the 
venture for a considerable period of time. If he borrows the funds 
with which to purchase the capital equipment then his cost irill be 
equal to the rate of interest which he has to pay on the borrowed 
funds. If he uses his own savings, he sacrifices the interest which 
he could have gained by lending his money out at the going rate of 
interest. In either case, the "cost” of making the investment is equal 

8 The dehnltion of the marginal cflicleiicy of capital as the rate of discount which 
makes the pieient value of* the net expected rei’enue on an investment of capital 
exactly equal to its cost is bent illustrated by means of a numerical example. Let us 
take a piece of machinery which now costs $4,450. The purchaser expects it to last for 
5 years during which the net revenue will be $1,000 each year. This $1,000 is after 
allowance for mainlcnance and the cost of running the equipment but before depiecla- 
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to the prevailing rate of interest. Whether the decision to invest 
will be made, will depend on the relation between the marginal 
efficiency of capital and the prevailing rate of interest. As long as the 
marginal efficiency is higher than the rate of interest, investments 
will be made. In other words, the level of investment is determined 
by two factors— tlie marginal efficiency of capital and the rate of 
interest. Given marginal efficiency, investment will be stimulated by 
a fall in the rate of interest; given the rate of interest, investment 
will be stimulated by a rise in marginal efficiency. Conversely, a rise 
in the rate of interest or a fall in the marginal efficiency of capital 
will cause investment to fall. 

Before ^VG leave the subject of the marginal efficiency of capital, 
it will be useful to summarize briefly the various factors ^vhich 
influence its magnitude. One dominating factor is the state of busi> 
ness confidence. When anticipations in general are high, expected 
revenues are estimated generously and marginal efficiency rises. A 

tlon In other words, the $1,000 per year represents both the recovery oC and the 
return on the investment. We now have: 


a. Present cost— $4,450 

b. Expected net revenue stieam— $1,000 (1st year) 

$1,000 (2nd year) 
$1,000 (Srd year) 
$1,000 (4th year) 
$1,000 (6th year) 


The present value of tills expected stream ivill depend upon the rate of discount we 
choose. At a 4-pcrcent rate it will be as follows: 


$1,000 one year hence is worth 


$ 1,000 

ToT' 


now 


$1,000 two years hence is worth 
$1,000 three years hence is worth 


$ 1,000 

(1.04)2 


now 


$1,000 

a.04)8 


now 


$1,000 four years hence Is worth 


$ 1,000 

(1.04)4 


now 


$1,000 five years hence Is worth 


$ 1,000 

(1.04)8 


now 


Total present value 

1.04 


$ 1,000 , $ 1,000 , $ 1,000 , $ 1,000 

(1.04)8 “*■ (1.04)4 + ■(i:o4)fl 


Since we have defined marginal efficiency as the rate which makes the total present 
value equal the cost, i.c., $4,450, we have 


uMa- SW , $1J00 j__$U)00 , $1,000 , $1,000 

- l+R ■^(Tf^'^ (l+il)a'*' (i^il)4’^ (l+il)o 


where R is the marginal cfiiciency of capital. Solving for R, ive discover it is 4 percent. 
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pessimistic outlook, on the other hand, leads to very conservative 
and cautious estimates of future revenues and marginal efficiency 
falls. But although they dominate the investment picture, the antici- 
pation factors are only mirrors which distort certain underlying 
factors which must also be considered. These are the basic techno- 
logical coefficients. 

The differential productivity for the use of capital depends basi- 
cally on three important facts: (1) The quantity of capital goods 
already in existence. The greater the amount of equipment already 
in use, the smaller the differential advantage from using more of the 
same equipment. This factor explains why capitalistic methods are 
so much more obviously productive in the underdeveloped regions 
of the world than in the highly developed areas. (2) Changes brought 
about by innovation due to the application of new technological 
discoveries. In a sense this factor is already implied in our first factor, 
for innovations provide new areas in \vhich a large quantity of 
capital equipment does not exist, and hence make for a high marginal 
efficiency. (3) The rate of growth of demand for consumers' goods. 
Tills factor is, in turn, closely linked witii tlie rate of population 
growth. The increasing demand for consumers' goods calls for an 
increase in equipment and machinery with which to meet that 
demand. More people mean more houses, more clothes, etc., which 
means more construction, more clothing factories, etc. 

Some authors choose to differentiate between a "ividening" of 
capital, tliat is, multiplication of the number of already existing 
types of capital instruments, and a "deepening" of capital, tliat is, 
construction of new forms of capital equipment. Population growth, 
for example, leads to a "widening" of capital, whereas innovations 
usually lead to a "deepening” of capital as manufacturing processes 
get more complicated. 

In addition to the anticipation element and to the technological 
factors which we have just analyzed, there is a third set of factora 
which have a strong influence on the level of investment. This is 
the level and structure of the tax system. Since the significant way to 
figure expected returns from investment projects is to figure them 
after taxes, high tax rates or anticipation of higher taxes reduce the 
marginal efficiency of capital because taxes are part of the cost of 
doing business. Any tax which changes the "cost" of doing business 
affects the marginal efficiency of capital and hence the level of in- 
vestment. 
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THE INVESTMENT SCHEDULE 

Since the level of investment depends on the relation 
between the marginal elhciency of capital and the rate of interest, 
we can draw up a schedule showing the various amounts of invest- 
ment which will occur at various levels of the interest rate under 
conditions in which the marginal efficiency of capital is taken as 
fixed. For, if we take given conditions as far as marginal efficiency 
is concerned, a fall in the rate of interest makes investment projects 
profitable which hitherto have not been feasible. Thus, the curve 
showing the relation between levels of investment jit various levels 
of the late of interest will slope downward in much the same way 
as an ordinary demand curve. 




In Figure S8 the vertical axis represents various hypothetical levels 
of the intciest rate, and the horizontal axis indicates the various 
levels of investment appropriate to each level of the interest rate. 
The curve slopes doivmvard from left to right because at lower rates 
of interest more investment will take place for any given conditions 
of tlie marginal efficiency of capital. It must be noted that all parts 
of the curve Rt refer to a single given level of marginal efficiency. 
If we ivere to include changes in the marginal efficiency we would 
have to draw a new curve In Figure 99, a second curve R% shows 
tlie relation between interest and investment under a second set of 
conditions with regard to the marginal efficiency of capital. The 
curve R% refers to a higher level of marginal efficiency due either 
to higher anticipation, or to changed technological conditions which 
render incremental uses of capital more profitable. 

The relation between the change in the interest rate and the 
change in investment which it induces is given by the shape of the 
R curves. In certain circumstances a given change in the rate of 
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interest induces relatively large changes in the level o£ investment. 
Figure 40 depicts such a situation and the investment schedule is 
said to be interest-elastic. 

Under other circumstances a given change in the rate of interest 
has only a negligible effect on the level of investment. In such 
circumstances, the schedule of investment is highly inelastic with 




respect to changes in the Interest rate. Figure 41 illustrates such a 
case. 

The degree of elasticity of the investment schedule becomes highly 
important when we come to talk about the probable effect of changes 
in the rate of interest on the volume of investment. 

■ MONEY AND THE ECONOMIC SYSTEM 

Our final task is to bring together the various ele- 
ments which we have analyzed in this and the preceding chapter 
and to trace thereby the effect of monetary factors on the economy 
as a whole. We have noted that: 

1. The level of income determines the demand for liquidity for 
transactions purposes. The transactions demand for money in 
conjunction ^vith liquidity-preference proper determines the 
total demand for liquidity. 

2, The total demand for liquidity (liquidity-preference proper 
plus the transactions demand for money) and the supply of 
money determine the level of the rate of interest. 

S, The rate of interest imcorfjunction with the marginal efficiency 
of capital determines the level of investment. 

4, The level of investment in conjunction with the consumption 
function determines the level of income. 
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From these relationships we conclude we have a mutually interde- 
pendent system in ivhich the level of income (F), the rate of interest 
(*), the level of investment (/), and the level of savings (S) are deter- 
mined by four important factors: 

1. The quantity of money (M). 

2. The schedule of liquidity preference (L), including both Lt 
and Ll. 

3. The consumption function (C/F). 

4. The marginal efficiency of capital {R). 

For convenience, we can outline the various channels of causality 
in tlie following diagram: 



The arrows indicate the causal determination. The four basic factors 
are the elements, Ln, Mj R and C/F. The four determinants of 
the system are Ln h i (and 5) and F. 

Given tlie framework outlined above, we can evaluate the prob- 
able effects of changes in the monetaiy factor M. For purposes of 
brevity in exposition our arguments will consider only increases in 
the money stock. For decreases in the stock of money tlie same reason- 
ing would apply except that the process is reversed. 

According to the rigid interpretation of the income-velocity 
version of the quantity theoiy of money, the level of income^ was 
a function of (1) tlie quantity of money M and (2) the income velocity 
of money, Vy. Thus, F = MVy. Since the Vy element was regarded 
as a highly stable factor, it was reasoned that an increase in the 
quantity of money must increase the level of money income. In other 
words, it was believed that the central banking authorities could 
control the level of money income by controlling the stock of money. 

A Acumlly the quantity theoiics analyzed the money value of income (V) as consist- 
ing of two component elements Tt s PO, tvherc P is the general price level and O is 
the physical volume of output. Since O was generally icganled ns constant in the slioit 
Tun, the quantity tiieoricS traced the effects of changes in tlie money supply not on 
y but only on the P element. 
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Neoclassical analysis introduced one further step in this frame- 
work by developing the point that an increase in the money stock 
must lower the rate of interest. The new, lower rate of interest in 
conjunction with a given marginal efliciency of capital ^voiild lead 
to an increase in investment and the latter in turn would bring about 
a rise in the level of income. 

Modern income analysis introduces otlier qualifications into the 
causal relationship bet^veen the money supply and the level of 
income. We shall now trace these qualifications. 

Money and Interest An increase in the stock of money ivill lower 
the rate of interest only if: 

1. Liquidity preference does not meamvhile shift iip^vard, and 

2. The schedule of liquidity preference is relatively inelastic. If 
the schedule of liquidity preference is infinitely elastic, no 
amount of new money will lead to a decline in the rate of 
interest. 

Thus, in modern analysis, the liquidity factor serves as a definite 
barrier to monetary policy. It is only under certain conditions (that 
is, an inelastic liquidity-preference schedule and no upward change 
in the liquidity schedule as a whole) that monetary policy operating 
through an increase in the money stock, and a consequent decline 
in the rate of interest, will cause a rise in the level of income. 

Figures 42, 43, and 44 sho'iv the effect of changes in the money 
stock from Mi to Ma upon the rate of interest under various assump- 
tions about the liquidity-preference schedule. 

Interest and Investment A second possible barrier between 
changes in the stock of money on the one hand and changes in the 
level of income on the other can be traced to the nature of the invest- 
ment schedule. Even if the monetary authorities succeed in lowei'ing 
the late of interest to a substantial degree, this fact alone does not 
ensure a rise in the level of investment. In order for a lower level 
of interest rates to induce a higher level of investment, two condi- 
\ tions need be present. 

1. The investment schedule must be interest-elastic, and 

2. The marginal efficiency of capital must not have fallen mean- 
while. 

If the investment schedule is not sensitive to changes in tlie rate of 
interest, a reduction in the rate of interest obviously will not bring 
about a rise in investment. Moreover, if the marginal efficiency of 
capital falls at the same time as the rate of interest declines, invest- 
ment may not increase at all; in fact, investment may actually decline 
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if the fall in the marginal efficiency of capital is greater than the 
decline in the interest rate. Once again by resorting to diagrams 
(Figures 45, 46, and 47) we can. depict the effects of change in interest 
rates from to in. 

Investment and Income The third possible way in which an 
increase in the money stock can change the level of income is through 
the consumption function. Even under the assumption that mone- 



FIGURE 42 INELAS- 
TIC LIQUIDITY SCHED- 
ULE. MARKED FALL 
IN INTEREST RATE (t) 
FROM ii TO it WHEN 
THE STOCK OF MONEY 
INCREASES FROM Mi 
TO Mf 



FIGURE 43 HIGHLY 
ELASTIC LIQUIDITY 
SCHEDULE. NEGLIGI- 
BLE FALL IN INTER- 
EST RATE (i) FROM 
t'l TO la WHEN THE 
STOCK OF MONEY IN- 
CREASES FROM Ml TO 

Ma. 



FIGURE 44 INELAS- 
TIC LIQUIDITY SCHED- 
ULE. NO FALL IN IN- 
TEREST RATE BE- 
CAUSE LIQUIDITY 
SCHEDULE HAS SHIFT- 
ED UPWARD FROM Li 
TO Li AND NULLIFIED 
THE EFFECT OF AN 
INCREASE IN THE 
MONEY SUPPLY. 


tary action succeeds in lowering the rate of interest and that the 
lower rate of interest induces an ina*ease in tlie level of investment, 
the increase in the level of income will depend on the nature and 
behavior of consumption. If consumption expenditures decline at 
the same time as investment expenditures are increasing, income 
will not rise and may even fall. Further, the decline in consumption 
ivill itself bring about a fall in the marginal efficiency of capital and 
eventually investment itself will cease to rise. It is only if we assume 
that consumption does not decline that we can say that the rise in 
investment will lead to a rise in the level of income. Even under 
this assumption, the extent of the rise in income depends in a more 
important way on the consumption function. Any given change in 
tlie level of investment will produce small changes in the level of 
income when tliere is a very low marginal propensity to consume. A 
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high marginal propensity to consume provides a situation in which a 
given diange in the level of investment will bring about substantial 
changes in the Icwel ot income. Another way of saying the same thing 
uses tlie concept of the multiplier. The higher the maiginal pro- 
pensity to consume, the greater will be the multiplier and the greater 
will be tlie rise in income consequent on a given cliange in the level 
of investment. 



Investment 




Investment 


FIGURS 45 INELASTIC 
investment sched- 
ule. NEGLIGIBLE RISE 
IN INVESTMENT (7) 
FROM h TO h WHEN 
INTEREST RATE FALLS 
FROM TO >2. 


FIGURE 46 ELASTIC 
INVESTMENT SCHED- 
ULE. SUBSTANTIAL IN- 
CREASE IN INVEST- 
MENT (/) FROM 7i TO 
7a WHEN INTEREST 
RATE FALLS FROM t'l 
TO >2. 


FIGURE 47 INELASTIC 
INVESTMENT SCHED- 
ULE. NO RISE IN IN- 
VESTMENT (7). IN 
PACT, A FALL FROM 
7i TO h BECAUSE A 
DOWNWARD SHIFT OF 
INVESTMENT SCHED- 
ULE FROM Ri TO I?2 
HAS NULLIFIED EF- 
FECTS OF THE LOWER 
INTEREST RATE. 


The way in which tlie marginal propensity to consume and the 
behavior of consumption expenditure as a whole aifect the relation 
between a given change in the level of investment and the induced 
change in the level of income, can also be schematically set out in 
diagram form. In Figure 48 the line OZ is draivn at 45° to the 
horizontal. As was pointed out earlier (see Chapter 19), at any point 
on the diagonal OZ consumption equah income. 

Superimposed on this guide line OZ we can draw a curve shoiving 
the consumption schedule with various levels of consumption (meas- 
ured on tlie vertical axis) corresponding to various levels of income 
(measured on the horizontal axis). In the diagrams on page 551, 
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Figure 48A depicts a consumption schedule which is liighly income- 
elastic. Changes in the level o£ income lead to fairly substantial 
changes in the level of consumption. In other ivords, the marginal 
propensity to consume (measured by the slope of the consumption 
schedule) is high. Figure 48 11 rlepirts aJ mv, marginal-propensity tO 
consume.^ IE in each case we assume a certain given level of invest- 
ment i, we can add this level to the C/Y curves to show the total 
expenditure, or consumption plus investment at various levels of 
income and output. 

Noiv, we can think of the OZ line as the supply schedule of 
national Income, that is, of the total receipts ivhich producers must 
receive at each level in order to justify maintenance of current 
output. The effective demand for the products of that national out- 
put— at various levels of income is sliown by our C/F 4- / line— 
which shoivs the total expenditures on investment (which is assumed 
Hxed at I) and consumption (which varies with the level of income). 
If effective demand is greater than total supply, national income 
will not be in equilibrium but will be subjected to continuous ex- 
pansionary pressures. On the other hand, if effective demand is less 
than total supply, the economy tvill be subjected to continuous 
contractionaiy pressures. In tenns of Figure 49— if the {C/Y 2) 
line is above the OZ line national income will rise; if the (C/F -|- /) 
line is below the OZ line national income will fall. The level of 
income will achieve its equilibrium at the point where aggregate 
demand is equal to aggiegate supply, i.e., where the (C/F -|- /) and 
the OZ lines intersect. In our diagrams this equilibrium point is for 
the level of income equal to OX, 

We must now return to the relation between an increment of 
investment and the consequent inaease in the level of income. Start- 
ing at the equilibrium point OX, let there ocair an increase A/ of 
the level of investment. The total effective demand no’iv rises from 
C/F H- / to C/F -}- / + aJ. To what extent this will affect the level 
of income depends on two factors: 

1. Tlie slope of the C/Y curve 

2. Changes in the C/Y curve 

which take place at the same time as tlie cliange in investment. The 
situation is depicted in Figure 50. 

If the C/Y curve is highly income-elastic, that is, if the marginal 
propensity to consume is high, a given change in investment will 
lead to fairly large changes in income. 

If the C/Y curve is income-inelastic, i.e., if the marginal pro- 
pensity to consume is low, the same cliange A/ in investment will 
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lead to much smaller changes in the level of income. This is evident 
when the size of XF is compared in Figures 50A and 50B. 

Figure 51 shows what might happen (even if the marginal pro- 
pensity to consume is high) if the rise in investment is accompanied 
by a fall in the entire schedule of consumption from C/Y to C/Y\ 
The decline in the consumption schedule leads to a decline in 
income from OF to OG. 



FIGURE 51 

Summary: Money and Income To summarize the conclusion of 
the last few pages: 

A change in the supply of money will bi‘ing about a fall in the 
interest rate only if 

1. Liquidity meanwhile does not change upward. 

2. The schedule of liquidity is interest-inelastic. 

A fall in the interest rate will bring about a rise in the level of 
investment only if 

1. The schedule of investment is interest-elastic. 

2. The marginal efficiency of capital does not meanwhile change 
do^vnward. 

A rise in tlie level of investment will bring about a rise in the 
level of income 
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1. If the propensity to consume does not meanwhile change down- 
ward. 

2. The higher the marginal propensity to consume, the greater 
will be the rise in income due to a given rise in investment. 

QUESTiONS AND PROBLEMS 

1. a. To what extent does Keynes in the General Theory make use of 

the contributions of the writers discussed in Chap. 18? 
b. To what extent does the General Theory represent an improvement 
on these writers' views? 

2. a. Compaie the transactions approach to the quantity theory of money 

and the Keynesian system of income determination. In your answer 
note especially; 

Objectives of these approaches. 

Underlying assumptions. 

Relationships established. 

b. Critically evaluate the contributions of these approaches to our 
understanding of monetary economics. 

S. a. What is the effect on the marginal efficiency of capital if nenv inven- 
tions are mainly of tlie labor-saving type? 
b. If they are capital saving; that is, less capital is required to produce 
the product than the existing techniques use for replacement of 
their equipment. 

4. a. Show how an increase in the quantity of money— for example, an 

expansion of deposits and loans— is absorbed in an underemployed 
economy. 

b. Can you reconcile the Keynesian answer to this question with the 
traditional quantity theory of money approach? 

5. Trace the connection, according to Keynes, between the quantity of 
money and the level of income. Illustrate by reference to the depres- 
sion of tlie IQSO’s; tlie World War II economy; and the postwar econ- 
omy in die United States. 
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International Finance 


D 

Before explain the complex issues involved in 
international monetary relations, the student should understand the 
manner in which international payments are executed and the vari- 
ous instruments which arise in the process. There are marked dif- 
ferences in the financing of international as contrasted to domestic 
trade. Risks in foreign dealings are greater for both buyer and seller 
since the distances involved are usually greater and both parties 
operate under different laws and commercial customs. As a result 
of involving more than one nation, legal redress or adjustment of 
ivrongs is usually protracted, if not impossible to obtain. 

For these reasons, terms of sale in international trade differ from 
those prevailing in domestic trade. Since unsecured credits afford 
limited assurance of collection to exporters, specific security is usually 
requested of an importer. Despite this precaution there are many 
more risks prevalent in international financing than in its domestic 
counterpart. The currency of the seller’s country may appreciate or 
depreciate relative to the currency of the buyer’s country, thereby 
raising the price of imports to the buyer or causing the seller to lose 
his profits. There is the further risk that the governments of either 
the buyer’s or seller's country or both will interfere with the rela- 
tions between buyers and sellers. Especially since 1929 governments 
have intervened through limiting imports under tariffs and quotas 
as well as by restricting dealings in foreign exchange. 
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■ FINANCING METHODS IN FOREIGN TRADE 

The terms of sale and methods of financing foreign 
trade may be classified as shown in Table 54. 

TABLE 54 

FINANCING METHODS IN FOREIGN TRADE 


I. Financing by importer 

1. Payment witli order 

2. Payment against documents 
II, Financing by exporter 

1. Consignment 
2> Open account 

S. Trade bill (sent for collection), drawn in either dollar or foreign 
currency 

III. Financing by exportei 's bank 
1. Discount of trade bill 

2> Advance collection of trade bill 
S. Refinancing acceptance 

IV. Financing by importer's bank 

1. Commercial letter of credit 

2, Audioiity to purchase 


FINANCING BY IMPORTER 

The importer may be required to carry the burden 
of financing. Under such circumstances, he is required to remit tlie 
amount of the sales price of the merchandise in the exporter’s cur* 
rcncy (1) when the order is placed or (2) at the time of shipment 
of the goods. If the importer’s credit rating is unknown or unsatis- 
foctory. the exporter will not want to arrange the shipment of goods 
unless the order is accompanied by the full amount of the sales price 
of the merdiandise in the exporter’s currency. However, there may 
be a compromise arrangement whereby a substantial down payment 
in the exporter’s currency accompanies tlie order, the remainder to 
be paid when the goods are ready at the port of shipment. Finally, 
the exporter may have sufficient confidence in the buyer to prepare 
the goods for shipment but insist that the importer remit the amount 
of the sales price of the merchandise by depositing this sum with a 
bank in the exporter’s currency. The bank pays tlie exporter when 
he turns over to it the shipping documents which convey title to the 
goods. 
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Prepayment with an order or cash against documents was required 
prior to 1931 only of importers whose credit standing was unknown 
or unsatisfactory. Since that time, how^ever, it is more widely em- 
ployed, especially of importers in whose countries foreign exchange 
restrictions are imposed by the government. 

International Cash Payments We shall digress from our discus- 
sion to explain briefly the different tvays in which an importer may 
make cash payments in international trade. International cash pay- 
ments can be made in seven ways by sending 

1. Gold. 

2. Coin and paper currency. 

3. Bankers* sight and cable bills. 

4. Checks draivn against a local bank. 

5. Cash letter of credit. 

6. Traveler’s letter of credit. 

7. Traveler’s check. 

Gold, In the past free import and export of gold by citizens of 
countries under the gold standard was possible. Hmvever, even when 
possible, people having international cash payment to make rarely 
employed gold to effect payment since it was too costly and other 
means were available from banks at less cost; gold shipments were 
made by financial institutions to replenish foreign balances. In the 
posnvar II era governments exercise strict control over gold move- 
ments, and even financial institutions find gpld shipment possible 
only under licenses issued by those governments under strict super- 
vision. Thus, gold is rarely employed as a method of effecting inter- 
national cash payment today. 

Coin and paper currency. One country’s currency and coin may 
be acceptable in other countries. However, foreign currencies will 
have limited powers of circulation in a country since they are not 
endowed with legal-tender power. In practice, therefore, only a very 
small fraction of international payment is effected through the use 
of paper currency and coin. 

Banker^ sight and cable bills. The most common method of effect- 
ing an international cash payment is to go to a bank and purchase 
a sight bill of exchange. This is an order drawn by a bank on its 
correspondent in a foreign country ordering the latter to pay a 
specific sum of money on demand to bearer or to the order of a 
designated party. The American debtor pays dollars and obtains a 
draft in a foreign currency tvhich he tlien sends by mail to his foreign 
creditor who collects in his' local currency by presenting the bill to 
the bank upon whom it is drawn. 
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Payment is not eflEected until the creditor receives the sight bill. 
It may take eight days to arrive via tlie mails. If the American debtor 
desires to effect immediate payment, he may ask his bank to send 
a cable to its correspondent bank abroad ordering the latter to pay 
to a designated party the specific sum involved. This instrument is 
called a telegraphic transfer (T/T). The T/T makes possible an 
immediate transfer of the American bank’s foreign funds ^vhereas 
a sight bill entail's a delay of approximately one week. To compensate- 
for tile loss of interest for a week as well as the expense of a cable, 
the American bank will charge more for a cable than for a sight bill. 

Check against a local bank. International payment can be made 
by drawing a check against one’s deposit with a local bank and send- 
ing this check to a creditor in a foreign country. An importer’s check 
is as good as his credit standing; thus payment by this method is 
usually restricted to impoiters ivith good credit standing. An Ameri- 
can receiving a check drawn by an English importer on an English 
bank would bring tlie check to his bank in the United States and 
obtain dollars at the current rate of dollars for pounds. The Ameri- 
can bank in turn would send the check to its correspondent in 
England, ivho would collect from the bank on 'which it is drawn 
and would then credit the American bank account for that amount 
of money. In tlie ordinary course of events it would take about two 
weeks before payment was effected. This method of effecting pay- 
ment on international debt was never ividespread and has become 
even less important in view of the almost ivorld-wide resort to foreign 
exchange restrictions by governments since the end of World War II. 

Cash letter of credit, A cash letter of credit may be employed to 
effect an international cash payment. Actually this instrument arises 
under a commercial letter of credit to be discussed later. Assume 
an American importer has bought 50,000 yards of English cloth. 
The American obtains from his bank a cash letter of credit which 
empoweis the British exporter to draw a sight draft on the American 
bank for, say $10,000. After shipping the goods to the United States, 
the British exporter draws a sight draft on the American bank and 
sells it to his bank in England for pounds sterling at the current 
buying rate for dollar demand drafts. The British bank then sends 
the draft to its American correspondent, who collects from the 
issuing bank and credits the English bank’s deposit account in a 
United States bank. The American importer protects himself by a 
provision in the letter of credit making the draft payable only if it 
is accompanied at the time of presentation by a bill of lading giving 
the American importer title to the cloth. 
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Traveler's letter of credit. Since peisonal checks are difficult to 
cash ivhere a person is unknown, and carrying large sums of cash 
is especially hazardous ^vhen traveling, tlie traveler’s letter of credit 
is extensively employed. This instrument, sold by banks, authorizes 
the person to whom it is issued to draw sight drafts on the issuing 
bank and to present them to the bank’s foreign correspondents who 
will pay either in dollars or in the local currency up to the amount 
specified in the letter, providing these sight drafts are drawn tvithin 
the period for which the letter is valid. The instruments may be 
dra^vm in any currency, but since World War I they usually authorize 
the drawing of dollar drafts. 

In buying a traveler's letter of credit, the recipient may be re- 
quired to pay cash for the face value of the letter or the purchaser 
may arrange to have his deposit account with the issuing bank 
debited as the drafts are presented to the issuing bank for payment. 

The owner of the letter of credit sells part of it, or the whole of it, 
as the need arises, at foreign correspondents ^vho serve as paying 
agents of the bank issuing the letter. The correspondent bank then 
notes on the letter of credit its name, the amount of the draft it has 
purchased, and the date. Thus, other correspondents are informed 
that the face amount of the letter is no longer available for drarving 
by the beneficiary. The bank paying the draft which exhausts the 
letter of credit attaches it to the draft and returns it to the issuing 
bank. 

Traveler's check. A traveler's check is a sight draft drawn on a 
bank by its cashier and purchased by an individual from the bank. 

The buyer of the check tvrites in his name as payee at the time of , 

purchase. He is required to counteisign these checks in the presence ' 

of the banker or merchant tvho cashes tliem. Ordinarily, the pur* i 

chaser of a traveler’s check is required to pay the issuing bank cash ; 

in advance; in addition, the bank charges a commission for the \ 

service which it renders. 

These checks are usually sold in round denominations of $10 > 

to $ 100 . The holder of such checks rarely has any difficulty in cash- ! 

ing them. In tlie United States they are usually accepted at par; 1 

in foreign countries they are purchased (as are drafts ^awn under j 

a traveler’s letter of credit) at the current buying rate for dollar 
instruments payable on demand. A foreign bank which buys trav- 1 

eler’s checks sends them to its American correspondent, which col- ! 

lects them from the issuer and in turn credits the foreign bank’s ' 

account. ; 

I 
j 

I I 


1 
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FINANCING BY EXPORTER 

We now return to the main theme o£ this chapter— 
the different methods of financing international trade. The exporter 
may assume the burden of financing. When he consigns goods for 
sale to his representatives! he not only finances tlie transaction, but 
since he is paid in the foreign currency, he also assumes the burden 
of exchanging that currency into his local currency. If an open-book 
account is used tlie exporter must rely entirely on the integrity of 
the importer so that such accounts are employed only for customers 
^vith whom the exporter has maintained successful business relation- 
ships for a number of years. In an open-account transaction the 
buyer usually remits payment by a bank draft according to his agree- 
ment with tlie seller. Normally banks do not assist expoiters to 
finance shipments on consignment or open-book accounts; therefore, 
when the exporter desires to extend credit to his customer, he usually 
resorts to a bill of exchange, since funds may readily be secured by 
reliable exporters who have documentary drafts to discount at the 
bank. Thus, the use of a bill of exchange is far more satisfactory to 
the exporter since it enables him to initiate steps to procure payment. 

TRADE BILLS 

The terms of sale arranged by importers and ex- 
porters in international trade may entail the use of trade bills. As 
pointed out in Chapter 4, a /rade bill is an unconditional order in 
ivriting signed by the drawer which requires the party to ^vhom it is 
addressed to pay on demand or at a fixed or determinable time in 
the future a definite sum of money to the order of a specified person 
or to the bearer. Thus, three parties are involved; the drawer , usu- 
ally the exporter; the drawee, usually the importer; and the payee, 
who can be the exporter or a bank which purchased the draft from 
the exporter or has agreed to collect the money for the exporter. 

Forms of Trade Bills Trade bills may be classified by maturity 
and by security. Sight bills are those tvhich are payable upon presen- 
tation, or at sight or on demand. Time bills are payable at a fixed 
or determinable* future time. Classified by security we may distin- 
guish between clean and documentary trade bills. These categories 
are represented as follows: 

I. Sight (demand) bills. 

1. Clean. 

2. Documents against payment. 
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11. Time bills. 

1. Glean. 

2. Documentary. 

A. Documents against acceptance (D/A). 

B. Documents against payment (D/P). 

A clean trade bill is an order to pay ^vhich is not accompanied by 
a bill of lading or other documents evidencing title to the goods. 

^ Payment may be required on sight or at some future time. In either 
case the importer receives tlie bill of lading and other documents 
directly from the exporter and is able to obtain possession of the 
goods without reference to the trade bill. A sale of goods against a 
clean bill is really equivalent to a sale on open-book account and is 
employed only when an exporter has complete confidence in the 
importer’s willingness and ability to pay the amounts involved. 

Operation of Trade Bills Ordinarily the exporter gives the trade 
bill to his bank for collection, and the latter sends it to a foreign 
correspondent (or branch) for collection. If it is a sight bill, the 
importer is required to pay upon presentation. When it is a time 
bill, the importer is asked to accept it, ^vhereupon the correspondent 
bank holds it until maturity, at which time it is presented for pay- 
ment. 

Trade bills drawn by exporters are usually documentary, which 
means that they have attached to them a set of shipping documents 
which assist the exporter to maintain control over the goods, thereby 
enhancing his security. The bill of lading (described in Chapter 4) is 
generally made out to the order of the shipper and endorsed in 
blank. The commercial invoice specifies type and quantity of mer- 
chandise and stipulates prices, terms, and other features of tlie trans- j 
action. Marine insurance is evidenced eitlier by a policy written on 
the specific shipment, by a certificate Tvritteii under an open policy I 

issued to the exporter, or by a ^vritten statement of the shipper that I 

insurance is effected abroad. Minor documents, varying with the na- 
ture of the goods and tlie country to which they are sent, include ' 

the consular invoice, the certificate of origin, the antidumping cer- ■ 

tificate, and the inspection and health certificates (to give assurance 
of the sanitary condition of certain goods). ■ 

The documents which convey title to the goods may be turned over , 
to tlie importer only after he has paid the sum required by the trade i 
bill. All sight documentary bills are by their nature D/P bills; time j 

bills with documents attached may be D/P bills. The virtue of a * 

D/P bill to the exporter is that he receives payment before sur- i 

rendering control over the merchandise. When a D/P time bill is [ 
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employed, merchandise arrives in the importer’s country but rfie 
importer cannot take possession until he has made payment. Should 
the maturity be more than a few days, it is clear that the merchan- 
dise which is stored must be durable. 

The documents attached to time bills may instead be surrendered 
to the importer after he signifies his liability by accepting the bill 
drawn on him (D/A). The exporter surrenders control over the 
merdiandise when the importer accepts under a D/A bill. The im- 
porter may sell these goods and refuse to pay the bill upon its ma- # 
turity and the exporter would have to resort to legal action to ob- 
tain payment. To avoid this contingency, goods are sold on D/A 
terms only to importers witli well-established and high credit 
standing. 

Regardless of whether the bill is D/A or D/P, the exporter sur- 
renders the bill and the attached shipping documents to his bank 
for collection. The latter in turn foi*wards them with the expoiter’s 
instructions to its correspondent bank in the importer's country. In 
accord with the instructions, the correspondent releases the docu- 
ments to the importer upon payment or acceptance of the trade bill. 
The importer is ordinarily given the opportunity to inspect the 
merchandise before acceptance or payment. After obtaining payment 
the bank remits the funds to the exporter’s bank, which then credits 
the exporter’s account. When the documents are released only 
against payment, whether the bill is a sight or time instrument, the 
importer has not received credit for the period consumed in tlie 
display and disposal of the goods. 

FINANCING BY BXPOItTSIl^S BANK 

When the documents are released upon acceptance, 
the exporter has the task of arranging the financing of the transac- 
tion. He may retain the D/A bill and merely pass it for presentation 
and collection through his bank. In this case tlie exporter is financing 
the sale himself. The advantage of a trade bill is that the exporter 
can use it as a basis for financing the transaction out of which it 
arises by selling the bill to his hank. Normally a bank will not pur- 
chase a clean bill or a D/A bill, since the importer acquires control 
over the goods before paying for them, thus affording the bank little 
protection. However, the bank will purchase a D/P bill. The im- 
porter is primarily liable, but the exporter assumes a secondary 
liability when he discounts the bill; therefore, only exporters with 
a high credit standing can discount trade bills. Should tlie proceeds 
of the sale of goods be insufficient to enable the Importer to meet 
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his obligation, the bank can seek restitution from (that is, have re- 
course on) the exporter for whom it discounted the bill. When 
the bank grants advances against bills, it obtains from the exporter 
either an hypothecation certificate covering the specific shipment or 
a "general” letter of hypothecation, applying to all the exporter's 
bills. This document includes in its statements an authorization to 
the banker to sell to best advantage the goods covered by the bill if 
payment should be refused. To summarize: When a bill is dis- 
countedj the exporter avoids the task of financing the transaction by 
using the facilities of the hank. 

Advance Collection and Refinancing Acceptance Instead of dis- 
counting the bill the bank may provide an advance collection in 
which the bank and exporter jointly hnance the international sale. 
The bank takes the bill and attaclied documents for collection and 
grants the exporter a loan up to a certain percentage of the face 
amount determined by the character and marketability of the mer- 
chandise. Alternately, the bank may arrange a refinancing acceptance. 
At the time the exporter gives the bills and documents to the 
bank, he draws a clean bill on the bank ivhich the bank accepts. 
The refinancing acceptance is drawn on a bank and has a much 
higher credit standing than a trade bill and can therefore be sold 
in the open market at a lower discount rate than the trade bill. At 
maturity the refinancing acceptance is retired by the bank out of the 
proceeds from the collection of the trade bill. It is noteworthy that 
neither the exporter nor his bank finance the sale when a refinancing 
acceptance is used. The ultimate financer of the transaction is the 
purchaser of the banker's bill, although die exporter’s bank has 
facilitated the financing by employing its superior credit status. 

COMMEftC/At LBTTER OF CREDIT 

A common method of making payments in foreign 
transactions and one in which the importer assumed the burden of 
initiating financing arrangements is the commercial letter of credit. 
A commercial letter of credit is an instrument or letter issued by a 
bank {issuer) at the request of one party (opener) authorizing a sec- 
ond party (beneficiary) to draw bills on it for a specified sum of 
money payable at a designated time. 

Financing by Importer’s Bank If these drafts are drawn in accord- 
ance with the specifications contained in the letter, the bank agrees 
to honor such drafts by accepting (in the case of a time bill) or pay- 
ing (in the case of a sight bill) them. The merit of this method of 
financing is that the exporter upon receiving this agreement by the 
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importer's bank can rely on the superior credit standing of the bank 
and after drawing a bill on the bank under the terms of the agree- 
ment should find no difficulty in selling it. 
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FIGURE 52 COMMERCIAL LETTER OF CREDIT 

There are several distinct features of the letter of credit that 
should be stressed. The issuer of the letter of credit does not lend 
any money—it merely lends its good name. The acceptor assumes a 
liability to pay the bill upon maturity even if the importer defaults 
on his obligation. The importer receives the goods on credit and 
can then process them for salC) at whicli time the proceeds are used 
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to pay for the goods. Since the exporter obtains a prime credit in- 
strument which is readily salable, the price of the goods charged the 
importer may be lower. The expmier by selling the bill obtains his 
funds at the outset. Should a bank in the exporter’s country liold 
the bill until maturity, it is financing the sale of goods. 

Operation of Letters of Credit The mechanics of an import letter 
of credit can be best explained by an illustration. In the discussion 
which follows, we shall confine our attention to commercial letters 
which authorize second parties to draw drafts payable in the future 
(time bills). 

After an American importer has arranged with a British ex- 
porter for specified goods, prices, and terms of payment, he {opener) 
asks his bank (issuer) to open a letter of credit in favor of the ex- 
porter (beneficiaiy). When the application is approved by the bank, 
the importer fills out a formal letter of credit agreement which sets 
forth the rights of both die bank and die importer under the letter. 
The American bank has pledged its credit; it must consider the risk 
and the security. The security is the merchandise involved; the risk 
is die reliability of the importer to provide the bank with the funds 
when due. If the credit standing of the importer is not sufficiently 
high to assure acceptance by the bank of his unsecured promise to 
provide die bank sufficient funds to pay the bill at maturity, the 
bank may insist that the importer make a down payment, pledge 
securities, or obtain a guarantee fi'om a diird person. 

The importer’s bank then usually sends the letter of credit di- 
rectly to the exporter in London. After receiving the letter of credit 
the exporter prepares the merchandise for shipment, obtains the 
required documents, and draws a bill on the American bank. The 
exporter then takes this bill with accompanying documents and 
presents it to its own or another bank (or an acceptance dealer or 
discount house). If the bank is satisfied that the documents are in 
accordance with the specifications of the letter of credit, it will buy 
(negotiate) the bill and provide the exporter widi the funds he 
desires,* 

The negotiating bank (in London) will then send the bill and 
documents to its American correspondent, which presents the bill 
to the drawee bank which must honor (accept) ^ it unless the docu- 
ments fail to comply with the stipulations of the letter of credit. 

t It is possi|}lc for the exporter to request hIs bank to scud the bill to the American 
bank for acceptance and collection upon maturity. In this instance the exportei is 
carrying the burden of financing the sale: in practice this procedure is rarely employed 
since the expoiter desires to obtain funds as quickly as possible. 

a Since this discussion la restricted to time bills, the lequirernem tliai the drawee 
bank pay the bill at sight is not considered. 
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In accepting the bill, the American bank detaches die documents. 
The importer can obtain the goods from the shipping company by 
signing a trust receipt (outside of Great Britain and the United 
States, a warrant) which retains the bank’s title to the goods and 
obligates the importer to use the proceeds of the sale of the goods 
to meet his obligations to the bank. 

The American correspondent of the English bank may hold the 
bill until maturity or sell it in the open market through an accept- 
ance dealer. The bill may pass through several hands and may even- 
tually reach the central bank. The burden of foreign trade financing, 
therefore, is borne by those institutions which have surplus funds. 
Before maturity of the acceptance the importer places with the issuer 
the funds required to meet it, and at maturity tlie acceptance is pre- 
sented by the holder to the acceptor for payment. A graphic sum- 
mary of the above transaction is given in Figure 53. 

Forms of Letter of Credit A commercial letter of credit may be 
revocable or irrevocable. If it is revocable ^ the issuer reserves the 
right to cancel the credit before its expiration date by notifying the 
parties concerned. Thus, the bank need not lionor die draft when 
it is presented. In view of Uie uncertainty of acceptance a revocable 
letter is not a prime instrument and may not be acceptable to the 
exporter or to banks in his country who ivould refuse to buy drafts 
drawn under such a letter. An irrevocable letter cannot be canceled 
by the issuer Tvithout the beneficiary’s consent. 

The letter may be confirmed or unconfirmed. When the beneficiary 
has some doubts as to the credit standing of the bank issuing the let- 
ter of credit, he may ask the importer to have a bank in the ex- 
porter’s country confirm the credit. The confirming bank promises 
that it will accept or pay even if the issuing bank fails to honor the 
bill. Where the correspondent bank merely notifies the exporter 
but does not add its guaranty, the letter is unconfirmed. It should 
be apparent that an irrevocable confirmed credit is strongest and a 
revocable unconfirmed letter is weakest. There are no instances of 
revocable confirmed lettei-s, as no bank will guarantee a letter which 
the issuing bank may cancel. 

A revolving letter of credit automatically renews the stipulated 
amount available to the beneficiary during the period specified. It 
is frequently used by dealers in international staples traded in or- 
ganized exchanges and subject to daily price fluctuations so chat 
dealers may keep funds available for advantageous purchases. Under 
one type of revolving credit the full amount of the credit or such 
parts of it which have been repaid to the bank by the importer be- 
come available to the beneficiary, while under another type tlie full 
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FIGURE 53 FINANCING AN IMPORT TRANSACTION BY BANKERS* ACCEPTANCES 



570 


INTERNATIONAL FINANCE . 


amount is drawn in one bill and becomes available to the exporter 
upon payment by the importer. An illustration may clarify the dis- 
tinction. Assume an importer has secured a letter of credit for 
$50,000. In the first case, a draft of $25,000 has been drawn on the 
bank by the exportei*, and this sum is given to the bank by the 
impoiter. Then the exporter is advised that the $50,000 letter of 
credit is still available to him. In the second case, a draft of $50,000 
is drawn on the banker, and only after the importer pays this is the 
exporter advised that $50,000 is still available to him, A nonrevolvtng 
(fixed) credit expires when the amount specified has been drawn. 

Authority to Purchase Another instrument of foreign trade 
financing which is especially used in dealings with Far Eastern mer- 
chants is the authority to purchase. This instrument resembles a 
commercial letter of credit except that it gives rise to trade bills 
drawn by the exporter on the importer rather than bankers’ accept- 
ances drawn by the exporter on a bank and accepted by the bank. An 
authority to purchase may be defined as a letter issued by a Far 
Eastern bank to its branch or correspondent abroad instructing it to 
buy tlie bills diawn by an exporter on a Far Eastern importer. Its 
operation may be outlined as follotvs: An Indian mei'chant contracts 
to purchase merchandise from an American firm at a definite price 
and authorizes the American exporter to draw bills on him. The 
Indian merchant then goes to his bank and gives it a letter of guar- 
antee in which he commits himself to the bank to accept bills and 
to honor them at maturity. The Indian bank then mails or tvires 
its foreign branch or correspondent in the United States instructing 
it to purchase the exporter’s bill under tlie conditions stipulated by 
the importer in his application. It is the advice to the foreign insti- 
tution given by the Indian bank which is the ’’authority to pur- 
chase.” 

The American branch or correspondent acting as agent of die 
Far Eastern (Indian) bank then notifies the American exporter that 
it ivill buy the exporter’s bills drawn on the Indian importer under 
the terms of the authority. The exporter prepares the shipment, 
draws the draft on the importer, and sells it to the bank. The Ameri- 
can correspondent then forwards the draft to the Indian bank which 
collects from die Indian importer upon maturity. The exporter thus 
obtained his funds immediately whereas if no authority to purchase 
were issued, he would have to wait for payment until the draft was 
sent to the Orient. 

Tlie American exporter is not afforded any real protection since 
the American correspondent buys the bill merely as an agent of the 
Indian bank. Moreover, the Indian bank does not guarantee pay- 
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ment by the Indian merchant. Should the importer fail to honor 
the draft, the exporter 'ivho is secondarily liable as drawer will be 
called upon to reimburse the American correspondent bank for the 
funds advanced by it when the draft was purchased. The American 
exporter is given some protection in that the Indian bank would 
not have issued the authority to purchase ^vithout a careful scrutiny 
of the credit standing of the Indian importer. 

As was pointed out above, the authority to purcliase differs from 
the commercial letter of credit in that it gives rise to trade bills drarvn 
by the exporter on the importer, and not to bills drawn by the ex- 
porter on a bank. Trade bills usually sell at a higher discount than 
banker’s bills, and for this reason financing through an authority to 
purchase is more expensive to the exporter. Moreover, under the 
authority to purchase the exporter remains liable until the importer 
has honored the bill, unless (as rarely happens) the exporter is per- 
mitted to draw as well as endorse the bill without recourse. Under 
the commercial letter of credit, however, once the drawee bank has 
accepted the bill dmwn by the exporter, the latter is liable only in 
case that bank fails. Authorities to purchase are generally revocable 
(upon notice by tlie agent to the exporter that the authority he has 
received from his bank abroad to buy the bills has been canceled). 
An irrevocable authority to purchase merely requires the agent of 
the foreign bank to buy the bill and does not release the exporter 
from liability in case the importer fails to honor the bill. All in all, 
the authority to purchase is decidedly weak from the point of view 
of the exporter, ^vho lacks the protection afforded him by a commer- 
cial letter of credit. 

FOREIGN BANKING FACIIITIES 

Banks may participate in the tinancing of foreign 
trade in several ways. Those in the larger centers either have direct 
relations with foreign banks or, in a few cases, establish their own 
foreign branches or participate in the mvnership of special foreign 
trade banks. These facilities they make available to their correspond- 
ents in other parts of the United States. 

Prior to 1913 operation of foreign branches was confined to a 
handful of private banking houses, but in that year the Federal 
Reserve Act authorized national banks witli a capital and surplus 
of $1 million to establish branches abroad with the appioval of the 
Federal Reserve Board. In 1916 national banks with such a capital 
and surplus were further permitted to invest 10 percent of their 
capital and surplus in the stock of state-chartered corporations en- 
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who possess funds in a foreign center. Between these two groups are 
the bankers who act as intermediaries; they purchase funds from 
sellers, keep tliem available, and sell them to buyers. 

The foreign depaitment of a bank is able to dratv drafts against 
the deposits it maintains ivith correspondents or branches in for- 
eign centers. People ivho have payments to make in foreign coun- 
tries may purchase drafts giving domestic money in payment. It is 
through the balance ivhich tlie bankers maintain in foreign centers 
that a wide variety of international transactions are cleared. The for- 
eign department of the bank can continue to sell drafts until its 
foreign deposits aie exhausted. 

There are four principal methods by whicli the United States 
bank can add to its foreign deposits. The major method is the pur- 
chase in America of drafts and other instruments payable in for- 
eign currencies. These instruments are received or are drawn by 
American exporters in payment for commodities, securities, etc., 
supplied to foreign purchasers. Tliey are sold to banks in this coun- 
try because the American exporters need dollars rather than foreign 
funds to meet their obligations in this country. Should one bank run 
shoit of deposits abroad it may be able to secure additional funds 
from another bank in the United States ivhich may have more for- 
eign deposits than it requires for its current transactions. 

The American bank may augment its deposits abroad by acquir- 
ing gold from the Treasury (through a Reserve bank) and sliipping 
it abroad where it is sold for foreign currency which is then de- 
posited in its account in a foreign bank. 

The American bank may increase its deposits in one foreign 
country by withdraiving deposits held in a second foreign country 
and shipping the proceeds to the first country. Thus, a New York 
bank with deposits in France and in England may find it needs more 
sterling and does not need as many francs as it no^v possesses. It 
can draw a draft on its Paris correspondent, sell this to its London 
correspondent, and have the proceeds deposited to its account in 
London. Or it can instruct its Paris correspondent to buy a draft 
payable in London and send this draft to its London correspondent. 

Finally, the American bank may borrow funds in a foreign coun- 
try and have them credited to its account with its correspondent 
bank in that country. The loan may be negotiated directly with its 
foreign coi respondent, or it may be obtained through die foreign 
money market. If, for example, an American bank wants to borrow 
in the British money market, it may ask its correspondent to draw 
a time draft against it, to sell this banker's acceptance in the money 
market, and to credit the proceeds to its deposit account. The buyer 
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of the bill in the British money market would send it to the United 
States for acceptance by tlie American bank; the latter would have 
augmented temporarily its funds in England and would have to 
pay off the bill at maturity. 

The foreign departments of large commercial banks (often in sea> 
board centers) make foreign exchange facilities available to corre- 
spondents inland. In addition, there are foreign exchange brokers 
^vho arrange transactions betuveen banks and between merchants 
and banks. The importance of the brokers has declined greatly in 
recent years as a result of the increasingly close contact between 
banks. Finally, as noted in Chapter 10, acceptance dealers or 
discount houses participate in the market, chiefly when bills reach 
the center on which they are draivn. The Stabilization Fund created 
under the Gold Reserve Act of 1934 also operates in the foreign 
exchange market, buying and selling as its judgment dictates, while 
the Federal Reserve banks have extensive open-market powers to 
engage in foreign exchange dealings and (under the supervision of 
the Board of Governors of the Federal Reserve System) are empo^v- 
ered to establish coiTespondenc relations with foreign banks. 


CIA55B5 OF EXCHANGB RATES 

The structure of exchange rates is rather complicated. 
Not only are there separate quotations for all the principal currencies 
in use throughout the world but there are often a number of rates 
for different types of bills payable in the same currency. At a time 
when foreign exchange markets are relatively free quotations are 
usually available on the following types of bills of exchange: 

I, Bankers’ bills. 

1. Check (sight or demand). 

2. Cables. 

II, Commercial bills. 

1. Sight. 

2. 60-day. 

8. 90-day. 

The quotations for bankers’ bills refer to the prices at which the 
bank will sell funds it possesses in a foreign center. The quotation 
for commercial bills refer to the pi ices at whicli a bank in this coun- 
try will purchase additional funds in a foreign center. Because of 
differences in the credit standing appearing on the bills and the 
length of time to maturity, there are perceptible differences in the 
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price of the respective bills ^vhich are discussed in terms of exchange 
on London. 

1. "Checks” represent the price per pound of sight (demand) bills 
drawn by the American banker on his London account. They are 
negotiable, clean bills purchased by American debtors who send 
them by mail to their English creditors; the latter will present them 
for deposit or payment at the bank upon whom the bills are dra^vn. 

2. “Cables” represent the price per pound of nonnegotiable orders 
sent by cable by a banker to his London coi*respondent to pay a 
specified sum to a designated party. The transfer is effected almost 
immediately since the mail time required to send the check from 
New York to London is eliminated. The calde rate is usually suffi- 
ciently above the sight rate to cover the lo.ss of interest. 

3. Commercial bills, usually documentary, are drawn by Ameri- 
cans against English debtors and arc payable by the debtors upon 
presentation in England. When an American banker buys such a 
sight draft, he immediately sends it to his correspondent, who pre- 
sents it for payment and credits the American banker's account with 
the proceeds. At the time the American banker buys a commercial 
sight bill, he can sell a “clieck” for a similar amount to an Ameri- 
can debtor who has a payment to make in England. Thus, the two 
drafts would arrive in England at the same time, and the funds ob- 
tained from the collection of the commercial sight bill would pro- 
vide cover for the sight draft which the American bank liad sold to 
the American debtor. Since there is no loss of interest involved to 
the banker, a commercial sight bill sells for slightly less than a 
banker’s sight bill due to the greater credit risk involved in the 
former. 

4. Commercial time bills sell for less than commercial sight bills 
because the banker discounting tlie bill does not obtain the use of 
the foreign balance until the bill matures. 

The spread between these rates is illustrated by the closing quota- 
tions for sterling on July 15, 1952, Bankers’ cables sold for §2.795 
per pound sterling. This was the highest price. 90-day commercial 
bills were the lowest priced; they sold for $2.78 per pound. 

THE SUPPLY OF AND DEMAND FOR FOREIGN EXCHANGE 

The rate of exchange is a price. At any given moment 
it may be regarded as the price of a claim to a foreign currency in 
terms of the domestic one. The demand for and supply of foreign 
exchange stand in reciprocal relationship to each other. A demand 
for dollars to finance an export to Great Britain may be viewed as 
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a supply of pounds. It is often confusing to know whether a particu- 
lar international transaction represents an addition to the supply 
of or demand for foreign exchange. In any event, however, when- 
ever an international transaction gives rise to international payments, 
it alfects the rate of exchange. In an earlier section we reviewed the 
transactions affecting the supply of and demand for foreign cur- 
rency as it was viewed by an individual bank. We must now examine 
the supply of and demand for foreign currency from the viewpoint 
of the United States as a whole. Thus, we must examine the types 
of international transactions that increase or decrease the total 
amount of foreign currency in the United States. . 

One peculiarity of foreign exchange should be clarihed. Payments 
made by Americans to foreigners may not reduce the foreign bal- 
ances of American banks, and payments made by foreigners to Amer- 
icans may not increase them. The net effect of these transactions 
depends upon the currency in which payments are made. An Ameri- 
can buying goods in Great Britain may pay in sterling or in dollars, 
depending upon the terms of the contract. If payment is made in 
sterling, the normal effect is to reduce the balances held in Britain 
by United States banks. If payment is made in dollars, the effect is 
to increase the balances held by Biitisli banks in America. 

Thus, the demand for foreign exchange in the United States is 
determined by the total imports of goods, services, securities, and 
gold by Americans, while the supply of foreign exchange in the 
United States depends on the total exports of goods, services, securi- 
ties, and gold by Americans. Payments of any kind due Americans 
by persons abroad either tend to increase the supply of foreign ex- 
diange on those countries and increase the total of American bank 
balances abroad or tend to decrease the foreigners’ supply of dollars 
in the United States and reduce the total of foreign banks’ balances 
in this country. In either event, tlie dollar tends to rise to a premium 
in terms of the foreign cuirency. Conversely, payments due for- 
eigners tend to increase the demand for foreign exchange by Ameri- 
cans and serve to reduce American bank balances abroad or tend to 
increase die foreigners* supply of dollars in the United States and 
increase foreign banks’ balances in this country. The dollar tends 
to fall to a discount in terms of the foreign currency. 

It must be emphasized that not all international transactions give 
rise to international payments. Some transactions do not directly 
affect the supply of and demand for foreign currency. For example, 
a British resident may decide to come to the United States as a tour- 
ist and spend the dollars he receives as interest and dividends. A 
foreign loan may be floated in the United States with a "tying clause’’ 
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Transactions which increase Amer- 
ican bank balances abroad or de- 
crease foreign bank balances in the 
United States (originating in na- 
tional credits) 

1. Shipments of Merchandise Ex- 
ports of commodities including 
gold and silver 

2. Service Transactions 

Commercial 

Shipping, insurance, bank- 
ing, and other services ren- 
dered to foreigners by 
Americans 
Noncommercial 
Expenditures of foreign 
tourists in the United States 
Remittances by foreigners to in- 
dividuals or institutions in the 
United States 

8. Capital Transactions 

Sale abroad of United States se- 
curities (stocks and bonds) 
Short-term loans by foreigners to 
Americans (purchase of short- 
term paper in United States) 
Foreign investment in American 
properties (land, buildings, etc.) 
Repurchase by foreigners of for- 
eign securities held in United 
States 

Foreigners increasing their bank 
accounts in the United States 
Payment of interest, principal, 
or dividends on foreign securi- 
ties in the United States 


Transactions which decrease Amer- 
ican bank balances abroad or in- 
crease foreign bank balances in the 
United States (originating in na- 
tional debits) 

1. Shipments of Merchandise Im- 
ports of commodities including 
gold and silver 

2. Service Transactions 

Commercial 

Shipping, insurance, bank- 
ing, and oilier services ren- 
dered to Americans by 
foreigners 
Noncommercial 
Expenditures of United 
States tourists abroad 
Remittances by Americans to in- 
dividuals or institutions abroad 

8. Capital Transactions 

American purchases of foreign 
seairities 

Short-term loans by Americans 
to foreigners 

American investment in foreign 
properties 

Repurchase by Ameiicans of 
American securities held abroad 

Americans increasing their bank 
accounts abroad 
Payment of interest, principal, 
or dividends on United States 
secuiities held abroad 
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which specifies tliat the proceeds of the loan must be spent in Amer- 
ica, The completion of this transaction would not alter the supply, 
let us say, of Brazilian currency held by United States banks nor 
would it increase the supply of dollars held by Brazilian banks. 
Many other illustrations of similar tiansactions could be cited. 

FOREIGN EXCHANGE OPERATIONS 

A variety of legislative and administrative policies 
and devices have been adopted to promote stability of exchange 
rates. These will be discussed in the following chapter. Under rea- 
sonably free and orderly conditions, however, there are forces within 
the foreign exchange market which contribute to stability of exchange 
rates and automatically tend to correct irregularities and imperfec- 
tions in the maiket. For the most part exchange rates tend to be kept 
in relationship to one another and to other lates in the money market 
by means of the operations undertaken by foreign exchange special- 
ists who are seeking to maximize their profits. 

Investment in Exchange When money rates are higher abroad 
than at home, the banker invests in foreign exchange. Ordinarily a 
banker holding, say, a 90-day sterling bill, would send it abroad and 
discount it before maturity, selling sterling sight drafts against the 
proceeds realized fiom the bill. If the rate of interest is higher in 
England than it is in New York, however, the American banker 
will invest in exchange by holding the bill to maturity rather than 
by discounting it, and he will thus earn interest to the maturity 
date. In so doing, however, he is speculating as to the future of 
exchange quotations; if the sight rate in New York on England is 
$2.80 at the time and becomes $2.78 in 90 days, then tlie banker 
earns the interest but at the same time loses money by reason of the 
decrease in the sterling exchange rate. If, however, the banker at 
once sells a future calling for delivery in 90 days, he avoids the 
problem of fluctuations in the exchange rate. 

Arbitrage There are dozens of national currency units in the 
world. Each of tliem has a dollar price. These dollar prices should 
be compatible with one another. If they are not, specialists in for- 
eign exchange may seek to benefit from the existing discrepancy in 
rates by the simultaneous purchase and sale of exchange in different 
centers. 

The simplest case of arbitrage would be two-point arbitrage which 
we shall assume occiiis between New York and London through the 
mutual cooperation of banken in these centers. The arbitrage trans- 
action ordinarily takes place in the cable rates since the arbitrager 
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seeks immediate piofits and does not wish to tie up his funds for 
even a short period. Suppose a New York banker who knows that 
the sterling cable rate is $2,795 is informed that in London dollar 
cables are quoted at $2.79. Having obtained the cooperation of a 
bank in London, he then sells sterling cables in New York for $2,795, 
while the London bank sells dollar cables in London for $2.79 to 
acquire the sterling needed to cover this sale. The resulting gross 
profit of one half cent per pound ($500 per 100,000 pounds) would 
tlien be divided by the banks involved. The sale of sterling in Ne^v 
York would tend to depress sterling in New York and the sale of 
dollars in London would tend to depress dollars in London, hence 
uniform rates would again tend to prevail and no possibilities for 
arbitrage would exist. 

A more complicated arrangement ivould be three-point arbitrage 
in ^vhich three centers are involved. Consider the following simpli- 
fied example: 

Cables in New York on London $2.80 

Cables in New York on Toronto LOO 

Telegraphic transfers in Toronto on London (per pound) 2.76 

In New York a pound costs $2.80 in United States dollars and a 
Canadian dollar costs $1.00 in United States dollars. In Toronto a 
pound costs $2.76 in Canadian dollars. An alert trader can make a 
profit by sending funds in a circle. The New York banker sells 
pounds in New York for $2.80 and acquires Canadian dollars at one 
United States dollar per Canadian dollar. With the Canadian dollars 
he buys pounds in Toronto at $2.76 per pound in Canadian dollars. 
To buy a pound in Canada costs $2.76 of Canadian funds which 
rvould cost $2.80 in United States funds. The banker makes a profit 
of $.04 per pound less various expenses. This spread would not 
continue for long since sales of pounds in New York would bring 
about a fall in the dollar price of pounds. Moreover, the Canadian 
dollar would rise in price in New York. In Toronto tlie Canadian 
dollar would fall in price relative to the pound. Thus tlie gap in 
prices of the various currencies would be narrowed and ultimately 
would close thereby putting an end to these arbitrage opportunities. 

Forward Exdiange In addition to spot exchange which refers to 
the purchase or sale of a claim to foreign currency for immediate 
delivery, there are available in some financial centers "forward" 
exdiange in some foreign currencies. "Forward" exdiange refers to 
a contract in which a trader in foreign exdiange agrees to buy or 
sell at a rate designated when the transaction is entered into, claims 
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to a foreign currency which will be delivered at some future time. 

Forward contracts are sought by importers and exporters who 
make contracts in foreign currencies and wish to avoid the risk of 
fluctuations in exchange rates. Suppose an importer in the United 
States is considering the purchase of merchandise in England at a 
cost of £5,000, Assume the spot rate of exchange in New York on 
London is $2.80; the American importer would have to pay $14,000 
for the goods today. If the merchandise is to be paid for 60 days 
hence, the importer runs the risk that he may have to pay more or 
less depending upon the spot exchange for pounds in New York 60 
days in the future. Since the importer does not care to speculate in 
exchange, he can try to negotiate a futures contract ^vith a bank in 
which the bank agrees to sell him £5,000 in 60 days at a fixed sum 
of money, say $2.80 per pound. With this forward contract the 
merchant need not fear exchange rate fluctuations. 

A United States exporter also may desire to avoid speculating in 
the future of excliange-rate movements. An American exporter ex- 
pecting to receive £5,000 from a British firm in 60 days desires 
immediate assurance respecting the number of dollars into which 
the pounds will be convertible. If the spot rate is £1 = $2.80, he may 
get $14,000 in 60 days or he may get more or less depending upon tlie 
spot rate in 60 days. In order to avoid the risks of rate fluctuation, 
the United States exporter would ask his banker to enter into a 
contract with liim to buy tlie £5,000 in 60 days at a rate agreed 
upon immediately. 

In negotiating forward contracts, the banks typically make it a 
practice to hedge these future transactions. The usual method by 
ivhich banks protect themselves is to balance forward sales and pur- 
chases. Returning to our previous example, the bank which agreed 
to sell £5,000 in 60 days at $2.80 can at tlie same time negotiate a 
contract to purchase £5,000 in 60 days at $2.79. 

In the event the banks cannot protect themselves by matching 
their fonvard purchases with forward sales, they may match their 
fonvard contracts with purchases and sales in the spot market, A 
bank which agrees to deliver £5,000 in 60 days can purchase £5,000 
in the spot market and instruct its correspondent in Britain to use 
the funi in the British money market. By utilizing die funds in the 
British money market the United States bank loses the interest 
whicli would have been earned if the money was lent in America. 
However, the American bank earns interest in die British money 
market. If foreign balances earn a higher rate of return than short- 
term funds at home, the bank will sell fonvard exchange at a dis^ 
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count from the spot rate. Conversely, if the short-term interest rate 
is higher at home than abroad, fonvard exchange will sell at a pre- 
mium over the spot rate. 

■ THE BALANCE OF INTERNATIONAL PAYMENTS 

When we broaden our perspective, we find that the 
factors constituting the demand for and supply of foreign exchange 
are those which enter into the balance of international payments of 
a nation. The balance of international payments is a convenient 
device for recording all the economic transactions within a given 
period between the residents of one country and the residents of 
all other countries in the world, A comprehensive summary of all 
economic transactions between residents of the United States and 
the rest of the world in 1951 is portrayed in Table 56. 

Balance of payments' accounting uses a double-entry system of 
recording accounts with the rest of the woild. From the point of 
view of residents of the United States, all transactions which give 
rise to foreigners* claims on tlie United States are labeled impoits 
or debits. All transactions which give rise to money claims of Ameri- 
cans on foreigners are called exports or credits. Since the balance of 
payments is drawn up in terms of debits and credits, if the entries 
are made correctly, the debits must equal the credits. Put in another 
way the balance of payments as a ivhole must necessarily balance. 

In attempting to distinguish between debits and credits it may be 
helpful to associate exports with credits and imports with debits. As 
can be seen in Table 56, residents in the United States earned 
roughly $20,1 billion in claims on abroad by exports of goods and 
services or in earnings on American-owned investments abroad. 

Exports of merchandise by the residents of the United States to 
residents in foreign countries give rise to a money claim on foreigners 
by people in our country. The same is true of payments resulting 
from the use of American ships and airplanes. Tourist expendi- 
tures in tlie United States can be viewed as an export (sale) of 
American scenery, hotel, and other services. The use of American 
banking and insurance facilities by foreigners gives rise to money 
payments owed to Americans. Payments by foreign governments to 
tlieir representatives in the United States can also be viewed as pay- 
ments by foreign governments for goods and services consumed by 
tlieir representatives in the United States. Interest and dividend 
payments to American residents result from tlie use of American 
capital located in foreign countries. Emigrant remittances to people 
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BALANCE OF INTERNATtONAL PAYMENTS OF THE UNITED STATES 

IN 1951 

(In millions of clollais) 



Exports 

(credits) 

Imports 

(debits) 

Net 

exports (+) 
or imports (— ) 

Merchandise and service items 




Merchandise 

$15,424 

$11,663 

$-1-3,761 

Transportation 

1,495 

917 

-f 578 

Travel 

444 

733 

- 289 

Miscellaneous services 

872 

1,398 

- 526 

Income on Investments 

1,905 

400 

-1-1.506 

Total 

$20,140 

$15,111 

$-1-5,029 

Unilateial transfers— gifts and 




grants (net) 




Private 



$- 405 

Government 



-4,634 

Total 



$-4,939 

United States capital— loans, etc. 




(net) 




Private long-term 



$- 781 

Private short-term 



- 118 

Government long-term 



- 140 

Government short-term 



- 19 

Total 



$-1,053 

Foreign capital (net) 




Long-term 



$- 514 

Siioit-term 



-1-1,019 

Total 



$-f 606 

Net increase in United States gold 




stock 



$- 58 

Other transactions and residual 



- 611 

Total 



$-5,029 


Source: U. S. Department of Commerce. 



583 


THE BALANCE OP INTERNATIONAL PAYMENTS 

in the United States have not bulked large in this country's balance 
of payments. These transactions are classified as credit items since 
they may be viewed as payments for goods and services consumed 
by American friends and relatives of foreign remitters. In recent 
years the United States government has received small sums of 
money as gifts from foreign governments; these payments (mainly 
reverse Lend Lease settlements) are credit items. 

The student frequently finds it difficult to understand why a 
capital import is a credit item since our rule states that exports are 
credit items and imports are debit items. Perhaps the best way to 
view capital movements is to remember that a long-term capital 
import gives rise to acquisition of title to American stock and bonds 
by foreigners. In other words, a capital import is the result of Ameri- 
can exports of stocks and bonds. When foreigners make direct in- 
vestments in the United States by building plants, etc., in this coun- 
try, ive are importing capital but exporting the titles to these plants 
to foreign countries (hence, a credit item). When an American sells 
a secuiity to a foreigner, this gives rise to a capital import. It is a 
credit item since 'wc are exporting securities. The repayment by 
foreigners of loans previously made to them by this countiy is a 
credit item since we are receiving payment from foreigners in return 
for our exporting their securities to them. 

By the same token short-term capital imports are credit items in 
our international accounts. If foreigners increase their balances 
with American banks, this transaction is a sliort-term capital import 
into the United States; it may be viewed as an export to foreigners 
of our promises to pay. Decreases in United States deposits abroad, 
decreases in our holdings of foreign commercial obligations, or for- 
eign short-term government securities or decreases in open-book 
accounts owed to United States exporters are all short-term capital 
imports into the United States. These items are all credit items since 
they represent claims for money payments by this country on the 
rest of the world. 

Exports of gold are the same as merchandise exports in the bal- 
ance of international payments. Thus, an export of gold is a credit 
item. "Earmarking” gold is a method of transferring gold from one 
country to another by bookkeeping transactions without physical 
movement of the gold. Thus, gold movements are clieaper to exe- 
cute. It should be remembered that for all practical purposes gold 
movements are conducted by central banks and only under license 
by the government. If tliei’e is a reduction in American gold on ear- 
mark abroad, this is equivalent to a gold export; hence, it is a ci'edit 
item. Similarly, an increase in foreign earmarked gold in the United 



S84 


INTERNATIONAL FINANCE 


States is equivalent to an increase in gold exports from the United 
States and is also a credit item. 

The debit items in our balance of payment arise from foreigners’ 
claims on residents of the United States. As is evident from Table 
66, foreigners earned roughly $15.1 billion of money claims on resi- 
dents of this country by their exports of merchandise and services 

FIGURE 54 

UNITED STATES BALANCE OF PAYMENTS 



Source* Board of Governors of the Federal Reserve System. 

to the United States. There is no point to revieiving the reason why 
these items are debits in the United States balance of payments since 
the reasoning is the reverse of the process explained above in con- 
nection with credit items on merdiandise and service account. The 
unilateral transfers do require a word of explanation. A large sum 
of money is given to foreigners in the form of gifts and grants. The 
United States government has extended large grants to foreign gov- 
ernments. Many persons and institutions remit sums of money to 
friends, relatives, and needy persons abroad. These items are debits 
although people in the United States do not receive goods or services 
for which they are paying—hence tlie term unilateral transfer. 

Capital exports are debit items. When private persons export 
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capital abroad on long term, they are importing securities. Thus, a 
capital export is an import of securities, hence a debit item, Long- 
term loans by our government to foreign citizens or governments 
are like^vise capital exports, hence debit items. When foreigners re- 
turn United States securities to this country, the transaction is a 
capital export (debit item) since we are importing our own securities 
and have to pay for them. Short-term capital exports include in- 
creases in our deposits abroad, increases in our holdings of commer- 
cial obligations or short-term government obligations, or increases 
in open-book accounts o^ving our exporters. These items are debit 
items since they represent claims for money payments by persons 
abroad on this country. In effect we have imported foreign prom- 
ises to pay. 

EQUIUBRIUM IN THE BALANCE OF INTERNATIONAL PAYMENTS 

The reader should bear in mind that a nation’s bal- 
ance of payments must always balance. Debits must always equal 
credits if tlie entries are consistently made. A nation ran make for- 
eign payments in excess of its current receipts from foreigners by 
(1) exporting some of its accumulated gold stock, (2) drawing on 
accumulated foreign balances, (3) by borrowing abroad, (4) by re- 
ceiving gifts from abroad, or (5) by some combination of the above. 
This point can be made clearer by reference to the United States 
international accounts in 1951. 

In the year 1951 the United States exported merchandise and 
services having a total value of $20,1 billion, and we imported mer- 
chandise and services having a total value of $15.1 billion. Furtlier- 
more, foreign interests built up tlieir dollar asset holdings in the 
United States by $.5 billion. Thus, foreigners had to Bnd means of 
payment of $5.5 to finance their deficit on merchandise and service 
account ($5.0 billion) plus their inaeased dollar holdings ($.5) in 
this country. Where did the foreign interests get this purchasing 
power? 

The United States government gave them $4.5 billion on a free 
grant basis under provisions of the mutual aid programs, the mutual 
security programs, and other similar programs. Private persons and 
institutions sent $.4 in remittances abroad. The federal government 
granted loans of over $.1 billion to foreign borrowers, and private 
American interests increased tlieir investments abroad by $.9 billion. 
Foreigners shipped $50 million in gold to this country. 

In its dealings witli the rest of the world the United States realized 
a net foreign investment of $90 million in 1951. This foreign in- 
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vestment may be measured from the current accounts or tlie capital 
accounts of the balance of international payments as is shown in 
Table 57. 

TABLE 57 

UNITED STATES NET FOREIGN INVESTMENT, 1961 
(In millions of dollars) 


Cnuent Accounts 


Receipts Goods and services 


$20,140 

less 

Payments Goods and services 

$15,111 


Net unilateral transfers 

4,989 

20,050 

Net foreign investment 


$ 90 

Capital Accounts 

Net inflow of gold 

$ 53 


Net outflow of long-term capital 

1,435 

$ 1,488 

less 



Net inflow of short-term capital 

$ 887 


Otlier transactions and residual 

511 

1,398 

Net foreign investment 


$ 90 


The annual output of this country (including goods and services 
exported) exceeded our current usage of goods and services (includ- 
ing imports) for consumption and capital formation liere, for our 
goveinmental budget, and for chaiitable purposes abroad. The ex- 
cess of output over usage— our net foreign investment— yielded an 
increment of financial assets, or gold and debts due to us fi*om the 
world outside. For the world outside, of course, usage of current 
product exceeded output, and the net foreign disinvestment caused 
a loss of gold and an increase in debt to the United States. This 
excess of usage over output for the outside world— its net foreign 
disinvestment— is often termed the dollar shortage.® 

While a nation’s international accounts must always balance, its 
accounts need not be in equilibrium. If a nation’s balance of pay- 
ments shows a debit balance on merchandise and service account, its 
credit balance on other accounts must be sulficiently large so that 
total debits equal total credits. Thus, if the nation has a debit bal- 
ance on merchandise and service account, it is cither importing 
capital on long or short term, it is exporting gold, or it is receiving 
gifts from abroad. 

» E. S. Shaw, Moneyt Income, and Monetary Policy (Chicago, 19S0), p. 482, 
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The balance of payments is a useful tool in analyzing the changing 
international economic position of a country. While the total debits 
are ahvays equal to the credits, the balance of payments enables an 
analyst to ascertain whether the nation is paying for its imports and 
other current payment transactions by exporting gold, dra^ving doivn 
its foreign assets, accumulating foreign liabilities, or receiving dona- 
tions. Thus, we can refer to a nation’s surplus or deficit on current 
account without denying the over-all equality of debits and credits 
in the total international accounts. 

The deficit or surplus on current account does not necessarily 
indicate tlie changes in a country’s capital position vis d vis the rest 
of the ivorld. When exports to foreign countries represent donations 
such as government grants (for example, Maisliall Plan aid or mili- 
tary assistance aids) and private gifts, no |)ayment is received in 
return; thus, the capital account of the exporting country is not 
increased by these surpl^is exports. Similarly, the country receiving 
the grants will show receipts (debit items) in their international 
accounts; even though their current accounts sho^v a debit surplus 
they will not have altered tlieir international capital position since 
repayments are not required. 

If a country’s deficit on current account is financed by an inflow 
of long-term capital, the country’s receipts of foreign exchange may 
be adequate to meet all current demands at the prevailing rate 
of exchange. Thus, the long-term capital account in the balance of 
payments includes all transfers of funds made for the purpose of 
permanent investment or transfer of funds which gives rise to a 
long-term capital claim on the capital importing country. The long- 
term capital account indicates the amount of funds deliberately 
intended during the year to be tied up for a considerable period in 
foreign investment. 

On the other hand, if gifts and long-term capital imports are 
insiiflicient to overcome a nation’s deficit on current account, the 
country will pay for its deficit by the export of gold or by importing 
short-term capital. The movements of gold and short-term capital 
are the items which equalize the total debits and total credits in a 
nation’s international accounts. Thus, if a nation’s balance of pay- 
ments shows movements of gold and short-term capital, its accounts 
arc said to be in disequilibrium even though the debits equal the 
credits. The disequilibrium may be temporary and self-corrective 
or it may be of longer duration in which case it is described as one 
of fundamental disequilibrium in the language of the International 
Monetary Fund. 
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Another way of stating the conditions of equilibrium in a nation’s 
international account relates to our earlier discussion of net foreign 
investment, A nation’s international accounts are in equilibrium if 
net foreign investment is zero or if it is positive, the deficit or surplus 
is financed by long-term piivate capital movements. 

QUEST/ONS AND PtlOBLBIAS 

1. a. What factors in foreign trade explain the wide use of bills of ex- 
change and acceptance credits? 

b. Do not the merits of tiade and bankeis’ acceptances justify their 
I use in domestic trade? Explain. 

1 2. a. What advantages are afforded to the exporter by the use of a trade 

I bill instead of an open-book account? 

b. What advantages are ailoided to the impoiter by the use of a com- 
mercial letter of credit instead of paying cash against documents? 

c. By whom is the financing burden assumed in each case and in what 
manner? 

B. The British Cotton Importers, Ltd. of Manchester has airanged to 
buy §50,000 worth of cotton from Bullard and Bourne of Savannah, 
the transaction to be financed by means of a confirmed dollar letter 
of credit. 

a. State specifically the banks in eacli country which may be called 
upon to handle the transaction. 

b. Outline carefully tlie procedure followed by tlie importer in open- 
ing the letter of credit, tracing die letter of credit through its vari- 
ous stages until it is placed in the hands of Bullard and Bourne. 

c. Show how the exporter draws his drafts and disposes of them. How 
soon can he secure his funds? Under what conditions? 

d. How does tire “exporting" bank dispose of the bills? Who is financ- 
ing the transaction? 

4. a. Point out the specific field of use of die revolving letter of credit, 
b. “For practical purposes [authorities to purchase] may be considered 

in mucli the same light as a favorable ciedit report." (G. G. Pluebner 
and R, L. ICramer, Foreign Trade Principles and Practices, rev. ed., 
New York, 1942, p. 454.) Explain why, indicating their weaknesses 
as contrasted with commercial letters of credit. 

5. “After due allowance is made for interest and risk, the rates for all 
types of foreign exchange in one market at one time are equivalent." 
Illustrate and explain. 

6. Explain how eadi of the following tends to aifect the price of the 
pound sterling in New York: 

a. American purchases of British securities. 

b. An increase in the bank rate in England. 

c. Ameiican tourist travel in England. 

d. An increase in exports of tobacco to England. 
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e. British interest payments to Americans. 

f. An import of Sheffield steel products from England, 

7. a, A New York banker received word from his London correspondent 

that the cable rate in London on Nctv York was $2.80. He instructed 
. his London correspondent to buy $28,000 on New York and simul- 

^ taneously bought 10,000 pounds on London at §2.76. Compute his 

gross profit or loss. 

b. On a certain date the cable rate in New York on London was $2.80, 
tlie rate in Amsteidam on London was 11 guilders per pound, and 
tlie rate in New York on Amsterdam was 26.5 cents per guilder. 

Would an arbitiage have been possible? If so, which currencies 
would you have bought and sold? 

8, a. Why must the balance of international payments always balance? 
b. Does this mean that equilibrium must exist? In your answer, ex- 
plain the conditions of equilibrium, 

[ c. From the data presented annually by the U. S. Department of Com- 

' merce in The Balance of International Payments of the United 

States tabulate the balance of international payincuts for each year 
beginning with 1946. Calculate tlie dollar shortage for the period, 
explaining your calculations. 
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CHAPTER 22 


The Process 

of International Adjustment 


T 

I HE rates of exchange between any country’s cur- 
rency and the currencies ot other countries necessarily aSect the 
exports and imports oE goods and services. IE the exchange rate oE 
the United States dollar ^lls, it takes more dollars to buy foreign 
currency. United States goods and seiwices are cheaper for foreigners, 
and foreign goods are more expensive for residents o£ tire United 
States. A fall in the United States dollar encourages United States 
exports and reduces imports into our country. The claims of the 
United States on tire rest of the world tend to exceed the claiuis 
of the rest of the ivorld on this country. The differences may be made 
good by gold exports to the United States, by a transfer to United 
States residents of dollar balances held in this country, or by a 
transfer of balances in other countries to United States ownership. 

As rve sarv in our discussion of the balance of payments, a nation’s 
international accounts are in equilibrium if its balance of payments 
does not shmv transfers of gold or short-term capital movements. 
The dollar would be in equilibrium with the rest of the world’s 
cuiTcncies if the dollar exchange rate is such as to equalize receipts 
from and payments to foreigners without requiring transfers of gold 
or short-term balances between the United States and the rest of the 
world. Such a rate of exchange is said to be an equilibrium rate of 
exchange. 

Defined in this sense, an equilibrium rate of exchange seldom 
exists since some movement of gold and some transfer of ownership 
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of short-term balances benveen countries is always taking place. The 
actual rate of exchange deviates above and below the equilibrium 
rate. As long as the deviations are moderate, the world will not 
witness protracted movements of gold and short-term balances in 
one direction. These movements will take place first in one direction 
and then in another. 

Nations may attempt to achieve an equilibrium rate of exchange 
in one of two ways.^ The exchange market may be "free” or "forced” 
and the exchange rate may be fixed or flexible. A "free" equilibrium 
rate of exchange is one ^vhich is attained by permitting everyone 
to buy or sell as much as he chooses. On the other hand, an equi- 
librium rate may be secured by "force,” that is, by means of exchange 
control and other deliberate devices designed to reduce part of the 
demand for foreign currencies. If the rate of exchange is fixed, a 
country exposes itself to variation in the level of economic activity 
as the means of securing equilibrium in its international accounts. 
In a system of freely fluctuating exchange rates a nation may attempt 
to secure equilibrium in its international accounts by permitting 
exchange-rate variations to encourage or discourage imports and 
exports, depending upon whether its rate of exchange is too high 
or too low. 

In the remainder of tliis chapter we shall examine exchange-rate 
behavior from one extreme position of relative fixity to the other 
of theoretically limitless fluctuations. This will be followed by a 
comparative analysis of exchange-rate behavior betiveen a "free” 
exchange maiket and a "controlled" exchange market. While the 
study of exchange-rate behavior under an international gold stand- 
aid system and under inconvertible-paper standards may be too far 
removed from the exchange-rate conditions prevailing in the postwar 
ivorld, nevertheless, a complete understanding of these conditions 
slioiild enable us to appraise the magnitude of the problems involved 
in our hybrid system of foreign exchanges synthesized in the Inter- 
national Monetary Fund. For, in many senses the operations of the 
Fund involve a compromise in the operating techniques of the gold 
standard and those of inconvertible-paper standards. 

■ THE GOLD STANDARD 

One outstanding characteristic of the gold standard 
is the relative stability of exchange rates that this international mon- 
etary system provides. 

illiiH paragrnpli is bused upon A. G. Hart, Money, Debt and Economic Activity 
(New York. 1918). p. 396. 
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MINT PAR AND THE GOLD POINTS 

We shall now proceed to examine the reputed sta- 
bility in the behavior of exchange rates under an international gold 
standard system. Between any t^vo gold standard countries iivhose 
national cuirencies are tied to gold and which freely permit the 
export and import of gold at a fixed price, the exchange rate must, 
indeed, be relatively stable, The actual exchange rate oscillates above 
or belmv the mint par or tlie par of exchange, but it never exceeds 
the gold export point nor falls lower than the gold import point 
as long as both countries maintain the minimum conditions for 
the operation of a gold standard system. By mint par, or par of 
exchange, is meant tlie ratio between the weights of the pure gold 
content of the respective currencies. Thus, before the British de- 
valuation on September 18, 1949, the par of exchange between the 
United States and the United Kingdom was £1 ^ $4,03 as indicated 
below: 

U. S. dollar — .88671 giams of fine gold 

U, K. pound sterling ss .3.58134 grams of fine gold 

3.58134 

Hence the mint par was: ’ or $4.03 

,88671 

After the pound was devalued the mint par between the two cur- 
rencies was £1 = $2.80. 

U. S. dollar as ,88671 grams of fine gold 

U. K. pound sterling s 2.48828 grams of fine gold 

Hence the mint par is: — —-7- or $2,80 
^ .88671 

Between each pair of gold standard currencies the exchange rate 
hovers around the par of exchange but is delimited within the gold 
export point and the gold import point, for any deviation beyond 
these limits would evoke gold flows, thus correcting the deviation. 
The gold export point of the dollar is the par of exchange plus the 
cost of shipping gold from New York to London. The gold import 
point is the par of exchange minus the cost of shipping gold to Neiv 
York from London. This cost would include the cost of packing, 
insurance, shipping, handling, and the interest lost while the gold 
was in transit. Prior to World War I the cost of gold shipments to 
London was $.024 per pound, while shipments to New York cost 
$.039 per pound. Given tlie par of exchange or the mint par, it is 
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dear that the fluctuations of exdiange rates between this pair of 
countries must be confined within the narrow limits set by the gold 
points. However, the position of the gold points relative to the mint 
par varies with changes in the cost of shipping gold. Assuming the 
above costs of shipping gold, taking the mint pait of £1 ~ $2.80, we 
can establish the following gold points: 

Gold export point (U. S,): $2.80 + .024 = $2,824 

Gold import point (U, S,): $2.80 — .039 = $2,761 

Accordingly, should the demand for sterling increase due to an 
import surplus by the United States or by American capital export, 
the exchange rate would presumably rise to $2,824 but no moic. 
When the rate of exchange is $2,824, so long as gold is freely obtain- 
able from the Treasury and is freely exportable, it will cost no more 
to purchase, say, $280,000 worth of gold, which is equivalent to 
£100,000 in London, than to purchase bills of exchange in the ex- 
change market in New York at the current sight rate of $2,824 per 
pound (or $282,400 as illustrated below). The computation would 
be as follows: 


Cost of gold bought from Tieastiry through the New 
York Federal Reserve Bank $280,000 

Cost of shipping gold: £100,000 X $.024 2,400 

Total cost of the gold in London $282,400 

Cost of piircliasing £100,000 of sterling bills @ $2,824 
per pound in the United States $282,400 


Conversely, if tlie United States demand for sterling falls relative 
to tlie supply thereof, the exchange rate would fall to the gold 
import point but would fall no lower, for at that point of $2,761 
per pound in Ne\v York, a United States bank would receive as 
much from a bill of exchange by converting foreign exchange into 
gold purchased in London and having it shipped to Ne^v York ^vhere 
it could be sold to the Treasury (through the Federal Reserve Bank 
of New York) for dollars at the mint par of £1 = $2.80. It should 
be emphasized that as between two gold standard countries the 
exchange rate cannot deviate beyond the gold points, if, and only if 
(1) gold is bought and sold in each country at the fixed price equal 
to the value of each country’s monetary unit, and (2) each country 
allows unhindered the export or import of gold whenever the ex- 
change rate on foreign sight drafts exceeds tlie cost of shipping gold. 
Thus, all gold standard currencies are bound together by a fabric 
of closely knit threads of relatively stable exchange rates. The stabil- 
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ity of exchange rates provided under tlie gold standard facilitated 
the expansion of international trade and international investments 
among the countries linked by an international gold standard system. 

PRICe-SPECIE-FLOW ANALYSIS 

It remains now fdr us to examine briefly the mecha- 
nism of adjustment achieved through induced gold flows whenever 
a temporary imbalance in a country’s international accounts gives 
rise to die needed adjustments. Suppose, for example, that the 
United States has an adverse balance in her cunent account ivith 
the United Kingdom (assuming for convenience of analysis that 
die United Kingdom includes die rest of die world) caused by an 
import surplus. This will cause an excess demand for sterling which 
in turn tends to raise the sterling excliange rate to the gold export 
point, engendering gold flows to the United Kingdom in an amount 
suflicient to liquidate the deficit. How does this gold flow restore 
equilibrium in the international accounts of the countries involved? 
The classical explanation of this adjustment in terms of the price- 
specie-flow mechanism presents an admirably simple and seemingly 
too smooth a process of adjustment. The price-spede-fiow analysis, 
by inducing oscillating movements of gold between gold standard 
countries, contributes to the maintenance of stable exchange rates 
under the international gold standard. The export of gold from the 
United States pioduces a direct reduction in the country’s total 
money stock. Furthermore, the tvithdrawal of gold reduces the gold 
reserve of the Federal Reserve System, and under a fractional-reserve 
banking system tvould tend to cause a multiple contraction of bank 
credit within the banking system. This induces a tightening of credit 
through higher interest rates, with a consequent contraction of 
investment, lower output, louver level of employment and income, 
and associated reductions in wages and prices. In other words, a 
condition of general deflation takes place ivithin the gold-exporting 
country. In the United Kingdom, as recipient of the gold export, 
the reverse conditions are developing. Theie the total money stock 
is increased, credit expansion takes place based on the neiv gold 
reserves, interest rates fall engendering increased investment, output, 
employment, and income—tliat is, a general expansion in economic 
activity. 

The preceding explanation contends that the gold flow from the 
United States will be reversed by the sequence of events implied 
above: the general deflation in the United States provides her with 
relatively lower costs enabling an expansion of exports to the United 
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Kingdom, which because of rising prices must undergo a contraction 
of her exports to tlie United States. As long as pi ice disparities exist, 
gold movements will persist. The movement of gold ivill tend to 
decelerate the flow of exports and imports. Ultimately the direction 
of the gold flow will be reversed. Thus, in our example, the expan- 
sion of United States exports increases the demand for dollar ex- 
change ivhich raises the exchange rate in London on New York, 
ivhich if it reaches or exceeds the British gold export point, ivill 
evoke an outfloiv of gold to the United States. 

This explanation of the adjustment process has been criticized 
and has been improved upon by the modern theory of income. 
Taussig, himself a staunch disciple of the classical theory of adjust- 
ment, made empirical studies in the early 1920*8 which led him to 
doubt the adequacy of the price-specie-flow mechanism. He noticed 
that the process of adjustment in a country’s international accounts 
would proceed ^vith astounding rapidity even before pi ice-cost ad- 
justments had sufficient time to effect increased exports from the 
gold-exporting country. The general deflation envisaged by the above 
explanation would normally take a year or more before prices and 
wages (with their rigidities) would be sufficiently adjusted so as to 
evoke the volume of increased exports posited by the theory. Tlie 
evidence indicated that gold flows ordinarily last for only a few 
montlis, at tlie most. 

In recent years economists have attributed the smootli and rapid 
adjustment mechanism, not to the price-cost changes but to the 
induced movements of income and employment even in the absence 
of price changes. If net exports increase, the level of national income 
rises. The increased income gives rise to an increase in the demand 
for domestic as well as imported goods. In oui example, the induced 
growing British prosperity initially evoked by United States imports, 
which led to a gold export to London, leads to a general increased 
demand for domestic products in Britain and also spills into in- 
creased imports from the United States, which tends to offset part 
of the Initial increase in United States imports. This theory of the 
balance of payments adjustment is relatively independent of bank- 
ing policy, which under the classical explanation must facilitate 
the effects of gold flows, It should be emphasized that it is the 
impact of the original American import surplus, ^vhich directly 
elicited the gold export, engendeiing thus the cumulative movement 
in British employment and income, ’ivhich is largely responsible for 
the balance of payments adjustment.* 

a "The Theory of International Trade," by Lloyd A. Metzler. In Howard S. Ellis 
(ed,), A Survey of Contemporary Economics (Phlladdphla, 1948), pp, 215-ES8. 
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aOLD-eXCHANGB STANDARD 

The gold’exchange standard is a variant of the full 
gold standard, and \vas widely used after World War I as a device 
to economize on the use of gold. Adopted by countries whose gold 
reserves were inadequate to maintain a full gold standard, the gold- 
exchange standard links the currency of the gold-exchange standard 
country with that of the country using gold. While the gold standard 
country maintains full convertibility between gold and its other 
kinds of money and buys and sells gold freely at a fixed price, the 
gold-exchange standard country substitutes, in place of convertibility 
of its currency into gold, the convertibility of domestic money into 
gold standard money. Its government is required to buy and sell, 
at a fixed price, all drafts drawn on a gold standard country, This 
implies, of course, that the country has on deposit funds or otlier 
securities ivitli the gold standard country from which she can draw 
(or add to) foi the purchase (or sale) of all drafts drawn on the gold 
standard country. 

CRirtCiSM OP THE GOLD STANDARD 

In 1914, World War I ended the brilliant 40-year 
record of stable exchange rates under the aegis of an international 
gold standard, and tlie seeds of various trade and exchange controls 
began to germinate into varying luxuriant growths. Many critics 
of the reconstructed gold standard of the interwar period began to 
cast doubts as to whether the price paid for exchange stability under 
the gold standard was not in fact too high. It was then alleged that 
exchange-rate stability ^vas achieved at the expense of a general de- 
flation of prices, wages, employment, and income in the gold-losing 
country, while the reverse conditions of general inflation were simul- 
taneously developing in the gold-receiving country. In other words, 
international stability was achieved at the expense of domestic insta- 
bility. To frame this objection more vividly, we may assume an 
extreme case in which country A is suffering from an economic 
depression manifested by substantial unemployment, drastic reduc- 
tion in national income, falling prices and wages, plus a contraction 
in her imports from country B, It is held that as long as the mint 
par between them is maintained, either a drastic reduction in B*s 
prices (particularly export prices) or an abandonment of the gold 
standard will take place as a means of insulating B from the effects 
of induced deflation, internationally propagated by A through the 
mechanism of the gold standard. The monetary history of the inter- 
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war period indicates that many countries strongly believed in the ^ 
impotency of the gold standard to solve their individual domestic 
economic problems. Thus, many countries resorted to multitudinous 
types of quantitative controls over international trade as well as 
control over their foreign exchanges. 

In the absence of stability in the level of national income among 
the major trading nations, exchange-rate stability, instead of con- 
ducing to the automatic resumption of equilibrium in a country's 
international accounts, would tend to be the means through 'tvhich 
depression in one country would spread into world-wide dimensions. 

For any two countries, it is true that this conclusion would be 
subject to the relative proportion in terms of the respective ^vealth 
and economic stability, as '(veil as the proportion whicli exists be- 
tween the export trade of each country and its national income. 

That is to say, the greater country A is relative to JB, and the greater 
B's export trade is relative to her national income, the more would B 
be highly sensitive to changes in A*s imports from B. 

Furthermoie, the critics also deplore the fact that the deflationary 
trend evoked by an outflotv of gold would be considerably aggravated 
if the monetary authorities in the gold-receiving country did not 
forthwith adopt appropriate policies which expand its bank credit 
and increase prices and income therein. Neutralization of the accre- 
tions to the gold reserves by the gold-receiving country would delay, 
if not completely obviate, the automatic reversal of the gold flow 
alleged to be adiieved through the price-cost-income disparities. 
Implicit, therefore, in the successful operation of the automatic 
adjustment under the gold standard, is the requirement that the 
monetary policies of each gold standard country must be so co- 
ordinated with those of other's tliat not only will stable exchange 
rates and price levels be ensured, but also that business depressions 
will be prevented. Where these rigid conditions cannot be complied 
with, the critics contend that only through exchange-rate adjust- 
ments or changes in the parity of exchange between national cur- 
rencies, can successful readjustments of drastic structural changes in 
international price relationships be achieved. 

A substantial number of experts who favor free markets for foreign 
exchange maintain that an equilibrium rate of exchange could be 
best attained by abandoning the gold standard and resorting to free 
fluctuating exchange rates supported by appropriate domestic mon- 
etary policy. Otliers would support the utilization of the aforemen- 
tioned procedure supplemented, if need be, by foreign exchange 
controls. 
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EXCHANGE BETWEEN COUNTRIES 

HAVING DISSIMILAR STANDARDS 

In the preceding pages we have observed that unless 
gold was freely sold or bought at a fixed pike by each gold standard 
country, and further, unless each country permits freely the export 
and import of gold, the relative stability of exchange rates within 
the gold points could not be maintained. Accordingly, on a priori 
gi'ounds, the exchange rate between a gold standaid country and 
another country on an inconvertible-paper currency cannot be ex- 
pected to restrict its fluctuations between the gold points, for the 
latter country has, in fact, no gold points. The principles governing 
the determination of free exchange rates betiveen inconvertible- 
paper currencies apply equally well to the lates obtaining between 
a gold standard currency and an inconvertible-paper standaid. 

■ EXCHANGE RATES UNDER INCONVERTIBLE-PAPER 
CURRENCIES 

FLUCTUATING EXCHANGE RATES 

As we saw above, the exchange rates between any 
pair of gold standard currencies cannot fluctuate beyond the gold 
points. In the case of inconvertible-paper currencies, however, the 
essential conditions which ensure exchange-rate stability are absent; 
therefore, it would appear that the exchange rate would conceivably 
fluctuate without limit. Whether in practice this conclusion is valid, 
or whether there is, in fact, some limit to such deviations, is our 
present concern. While fluctuating exchange rates differ from the 
stable rates under gold standard conditions, both have many features 
in common. A foreign exchange rate, being a price of a foreign 
cuirency in terms of die domestic curiency, is the result of the inter- 
action of supply and demand forces in the given foreign exchange 
market. In its behavior, an exchange rate resembles any other price 
obtaining in any given market. 

The similarity, however, ends there. While the determinants of 
the elasticities of tlie demand and supply of a commodity are rela- 
tively simple, those which underlie the elasticities of the demand 
and supply of foreign exchange are compaiatively more complex. 
In the case of a commodity, the elasticity of supply depends on the 
c‘asts of production (supply being i*elatively clastic if costs are either 
cunstant or increase slowly with the expansion in output, and in- 
elastic if costs rise rapidly with increases in output). The demand 
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for a commodity is relatively elastic if ^ivith any given price reduc- 
tion, total purchases rise quite rapidly and the demand is inelastic 
if price reduction does not evoke any substantial increase in pur- 
cliases. 

The elasticities of the demand and supply of foreign exchange 
are, indeed, exceedingly more complex, for the relevant supply and 
demand curves embody the numerous items in a country's balance 
of payments. On die supply side, the costs embody not the cost of a 
single product, but die costs of numerous and diverse classes of inter- 
nationally traded goods. On the demand side, the individual tastes 
and preferences include not only those of domestic but also those 
of foreign purchasers; the latter dilfer considerably by reason of 
cultural differences. Furthermore, in addition to the supply and 
demand forces on account of commodities, there are also complicat- 
ing factors arising from the supply and demand conditions obtaining 
in the international investment markets involving the sale of securi- 
ties and the payment of interest and dividends to foreign investors. 
Finally, the most pervasive difference lies in the fact that while in 
the case of a commodity, price changes affect only the sellers and 
buyers of each commodity, a change in exchange rates affects not 
only exports and imports but also may change the quantum of profits 
or losses derived in international trade and international investments 
which are calculated on the basis of price-cost differences. Accord- 
ingly, to say that the ruling exchange rate, under inconvertible-paper 
currencies, is that rate ^vhich brings the supply and demand for 
foreign exchange into balance, is quite an oversimplification, and 
often is not helpful. This point can be elucidated by examining 
the meclianism of adjustment in international accounts through ex- 
change-rate fluctuations. 

ADJUSTMENT THROUGH EXCHANGE-RATE FLUCTUATJON 

Given a temporary disequilibrium in a nation's bal- 
ance of payments, how is the imbalance corrected? The explanation 
is phrased ip terms similar to the traditional demand and supply 
analysis, when an equilibrium price is changed by reason of changes 
in the supply or demand forces or both. In the event of a disturbance 
in a country's balance of payments equilibrium— for example, a 
deficit in its current international accounts-its demand for foreign 
exchange will exceed its supply, and exchange rates will rise accord- 
ingly. By hoiv much the rate will rise depends upon the relative 
elasticities of the supply and demand curves for foreign exchange. 
In general, it may be stated tliat the greater the elasticity of the 
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supply of foreign exchange, the less will be the resulting increase 
m the rate produced by any given increase in the demand, and the 
less the fall in exchange rate caused by any given decrease in demand. 
Similarly, the greater the elasticity of the demand for foreign ex* 
change, the less ivill be the fluctuations in foreign exchange rates 
arising out of any given changes in the supply.® 


THE DOCTRINE Of PURCHASING-POWER PARITY 

Between 1919 and 1923 various degrees of inflation 
pervaded most of the countries of Europe, thereby changing the 
international relationship of price levels among the trading coun- 
tries. It was in this setting that the doctrine of purchasing-power 
parity was revived by Gustav Cassel.^ This doctrine states that be- 
tween countries on inconvertible-paper standards there exists a basic 
rate of exchange called the purchasing-power par around which the 
actual daily rates oscillate, but toward which the rates tend to settle 
as the equilibrium rate.® The purchasing-power par, thus, icscmbles 
the focal position of the mint par under the gold standard. Since the 
demand foi a foreign currency, according to this theory, is derived 
from its pui chasing power, the exchange rate betivecn any two 
inconvertible-paper standards should be determined by the ratio of 
the relative purchasing power of each currency in its own country. 
That exchange rate which reflects the relative purchasing power 
of the two currencies is regarded as the equilibrium rate, as long as 
the purchasing power remains unaltered. It is asserted by tliis theory 
that any divei*gence of die actual rate from the equilibrium rate 
undervalues one currency relative to the other, thereby eventually 
leading to an export surplus for the undervalued currency, and a 
consequent increase in the value of that currency in tiie exchange 
market. This follows from the comparatively greater demand for 
that currency relative to its falling supply caused by reduced imports, 
which in turn is due to the high price of the overvalued currency. 

B See Paul T. Ellsworth, The Inlernaltotial Economy (New York, 1950), pj). 55S-57S, 
for an interesting analysis of the compaiativc effects of various elasucitics iii the supply 
and demand curves for foreign exchange 

« James W. Angell, The Theory of International Prices (Cambridge, 192Q, pp. 52, 
186. 

0 A true equilibrium rate of exchange is one tvhich equilibrates a nation's inter- 
national accounts without resorting to import rcstriciions, nor permitting mass un- 
employment. Such ct] uilibiiu in should lie achlct'ed for a period ranging from 5-7 yean 
during which there should he no significant changes in international reserves. See: 
Ragnar Nurksc, “Conditions of International £([iiilibrium.'' in the American Economic 
Association's Readings in the Theory of International Trade (Philadelphia, 1949), pp. 
4-12. 


I 


( 



602 


THE PROCESS OF INTERNATIONAL ADJUSTMENT 


Disparities of the Actual Exchange Rates from the Purchasing- 
Power Parity Given any puixhasing-power parity between any pair 
of countries, why does not tlie late between two inconvertible cur- 
rencies deviate far above the parity or well below it? The answer lies 
in the fact that il the actual exchange rate approximates tlie pui- 
chasing-power parity (in whitli case it amounts to an equilibrium 
rate), then the supply of and the demand fox foreign cxcliange are 
also in equilibrium. In other words, any marked deviation of the 
actual rate from this equilibrium rate evokes corrective forces which 
will tend to bring the rate toward the equilibrium position. 

The explanation of the adjustment process is as follows. Suppose, 
for example, tliat as of January 1, 1951, the index of the price level 
in the United States and in the United Kingdom (which are both 
assumed to be on an inconvertible-paper standard) was 100 and 120, 
lespectively, and that the exchange rate which equalizes the purchas- 
ing power of the two currencies ^vas £1 = $2.80— i.e., this is also the 
rate which brings equilibrium in the international accounts of each 
country. Now, assume that a year later, on January 1, 1952, the 
price levels have changed to 120 and 140, respectively, but that the 
prevailing exchange rate is maintained at the old rate of £l « $2.80. 
At tlie later date the new purchasing-power parity is £1 = $2.40, 
that is, (120-4- 140).$2.80 or $2.40, as compared to the old parity of 
£1 s $2.80. In the above illustration sterling is now considered 
overvalued by almost 17 percent, while convenely the dollar is under- 
valued to the same extent. 

In tiiese circumstances, the market rate of exchange tends to make 
United States exports relatively cheaper tlian British exports, which 
is merely another way of saying tliat at tlie overvalued sterling, tlie 
British market is a good place in which to sell American goods, but 
a poor place in which to buy. The net effect of the over- and under- 
valuation between the two currencies will be a tendency for a United 
States export surplus to develop, leading to an excess of demand 
for dollars relative to its declining supply, since tlie high price of 
sterling has cut down American imports from Britain. By reason 
of the simultaneous dual forces operating in both the commodity 
and exchange markets in the two paper standard countries, the net 
deficit in British current account will tend to generate forces acting 
through the exchange market ivliich will conect the adverse balance. 
Thus, if these forces drive the actual late of £1 =* $2.80 closer to 
the purchasing power parity rate of £1 s= $2.40 and ultimately to the 
late of £1 a? $2.40, tlie dollar will buy as much goods and semces 
in the United States as it would in England if exchanged for sterling. 

Conversely, should the actual exchange rates fall below the new 
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parity rate o£ £1 » $2.40, say to $2.00 (assuming the parity remains 
unaltered), then this would result in an undervaluation of sterling 
relative to dollars. If sterling is undervalued, this would lead to an 
export surplus for Britain or a greater demand by the United States 
for sterling relative to its dwindling supply. The reduced supply 
of sterling would be attributable to the fact that the high price 
of the dollar has forced a curtailment of British imports from the 
United States. The supply and demand disparities thus drive the 
exchange rate higher so that more dollars will increasingly have to 
be paid Cor each pound and in the process will bring the actual rate 
closer to £1 = $2.40. 

Thus, despite the absence of limiting gold points, our analysis 
reveals that wide deviations of the actual market rates of exchange 
from the purchasing-po^ver parity rate immediately evoke connective 
forces reacting on the country's current account in such manner that 
an exchange rate ivhich overvalues one currency (and simultaneously 
undervalues the othei) induces the flow of commodity exports 
toward the overvalued currency. This condition is translated into 
an increased demand for the undervalued currency with the result 
that the exchange rate on the overvalued currency falls and the 
actual rate more closely approaches the parity rate. 

In addition to these corrective forces caused by the induced move* 
ments of goods, there are other forces caused by speculative pur- 
chases of foreign currencies, based on the expectation that govern- 
ments, in general, have not allowed their national currencies to 
depreciate for any protracted peiiods in the foreign exchange mar- 
kets. Granted that such a confidence exists, it may be categorically 
stated that short-term funds may be employed on tlie speculation 
that when the exchange rate has veered abnoimally from tlie parity 
rate, the probabilities that it will reverse itself toward the normal 
rate increase commensurately. Sucli speculative transactions, there- 
fore, tend to reduce the amplitude of the exchange-rate deviations. 

Ho^vever plausible the above theoretical analysis may seem, it is, 
nevertheless, an historical fact that exchange rates have at vaiious 
times, and for protracted periods, significantly veered away from the 
purchasing-power parity. Thus, Cassel recognizes two types of devi- 
ations: permanent and temporary. Permanent deviations of actual 
rates from the “normal rate" determined by the comparative price 
levels, result whenever and wherever export restrictions or import 
restrictions impede the flow of trade in one direction more than in 
another. Export restrictions tend to lower the exchange value of 
the currency of tlie country imposing the restrictions, while import 
restrictions tend to raise the rate on that nation’s currency. In the 
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former case, the demand for the currency of the restricting country 
falls relative to its supply, and hence the exchange rate falls, tvhile 
tlie opposite holds in the latter case. As long as the trade restrictions 
are enforced, the automatic adjustments we have observed above 
will be impotent to correct the disequilibrium rate, for the trade 
restrictions will directly nullify the needed leadjustments from 
operating. 

There are also numerous temporary devtalions from the parity 
rate which may be caused by fiscal and monetaiy policies which 
generate inflationary conditions, or encourage intense speculation 
in a depreciated currency. In the case where “open inflation” is 
prevalent, holders of the inflated currency may dump it immediately 
in the foreign exdiange market, while foreign debtors expecting 
further external depreciation of the inflated currency postpone re- 
payment of tlieir debts to that country. Thus, a double-edged blade 
cuts the value of the cuiTency in the exchange market, that is, a 
sudden increased supply accompanied by a depressed demand. 

Criticism of tlie Doctrine of Purchasing-Power Parity Before 
appraising this theory, it may be nrell to distinguish the two forms 
in which it has been propounded. The absolute form states that the 
equilibrium mte for any given time is determined by the relative 
purdiasing power of the tu’O currencies compared. If, on the average, 
one pound sterling buys as much in England as $2.80 buys in the 
United States, the equilibrium rate of exchange between the two 
currencies is £1 — $2.80. The purdiasing-power parity theory can 
also be used to relate changes in piices to a changing equilibrium 
rate of exchange. In its compai alive form the theory states that 
fluctuations in the purchasing power of each currency must cause 
corresponding proportional changes in the equilibrium exchange 
rate. 

The validity of the absolute form of the theory depends upon the 
improbable assumption that all goods and services produced in each 
country flowed without cost between them. But, as is abundantly 
evident, great quantities of commodities cannot be transported with- 
out cost, and even then many do not flow at all in world commerce. 
These observations would' not necessarily invalidate the comparative 
form of purchasing-power parity theory. 

Although die index numbers used to calculate the purchasing- 
power parity may inUiide both domestic and internationally traded 
goods, as long as the prices of both classes of commodities move in 
unison, the resulting price ratio changes will evoke proportional 
changes in the equilibrium rate. The comparative form of the theory 
reveals that it is dependent on die highly improbable assumption 
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that the prices oE the two groups of goods move in unison, and not 
disproportionately. The unrealistic assumption of an unvarying price 
structure in the face of major shifts in the price level is contrary to 
the observed hi.storical behai'ior of the domestic, as well as the inter- 
national, price structure. Changes in the price level, upward or 
downward, invariably involve simultaneous unequal changes in the 
prices of individual commodities and varying changes in prices 
between industries; in fact, some prices move in a direction opposite 
to the general trend of prices. In these circumstances, the inequality 
in the shifts of the individual prices of internationally traded com- 
modities would result in a different total demand for and supply 
of foreign exchange, thereby inducing a different equilibrium ex- 
change rate. 

Another apparent flaw in the comparative form of the purchasing- 
power doctrine is directed to its basic assumption that the under- 
lying reason for the demand for any foreign currency is its ability 
to command goods ivithin its home country. It is, hoivcver, obvious 
that one demands a foreign currency for the purchase of certain 
internationally ttaded goods, not for all goods produced within the 
country whose currency is demanded. Moreover, since an exchange 
rate reflects the demand and the supply for a foreign currency, 
which in turn is based upon the purchase and sale of specific goods, 
it is clear that for an exchange rate to reflect the relative purchasing 
power of two currencies, the only relevant price is the price of each 
commodity ivliicli creates the demand for and supply of foreign 
exchange. The truth of this statement may easily be proved if we 
imagine a situation where the individual prices do change, although 
the price level remains unchanged, itself. In this case, it is clear tliat 
the relative changes in individual commodity prices would surely 
evoke an equilibrium exchange rate entirely different fi'oin that 
approximated from the purchasing-power parity. 

One of the greatest problems arising out of the comparative form 
of the doctrine is tlie choice of what index to use and what com- 
modities to include in ascertaining the purchasing-power parity. In 
this respect, one is readily tempted to suggest that an index number 
including only the prices of internationally traded goods would be 
the most appropriate. This would, however, be the worst choice, 
since under free trade conditions, the price of internationally traded 
goods tends to equality in all trading countries, abstracting from 
transportation costs. Given the actual exchange rates (and transpor- 
tation costs), one can determine the price of imports or exports, 
that is, one can ascertain what goods and services would enter inter- 
national commerce. But, the doctrine puts the cart before tlie horse, 
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by asserting that tlie changes in die national price levels determine 
the required changes in the equilibrium exchange rate. But hoiv 
can one knoiv ivhat goods are internationally traded until the ex- 
change rate, and hence the prices of goods, are ascertained? Further- 
more, the number and variety of traded goods, ranging I'rom neces- 
sities to the most frivolous luxuries depend upon, and change ivitli, 
fluctuations in exchange rates. 

Finally, the purchasing-poiver parity doctrine completely ignores 
the effects of capital movements ivhich, although they do not enter 
into the index of puces, are important, nevertheless, in affecting the 
supjily of and demand for foreign exchange, and the resulting 
exchange rate. Suppose, for example, that country A invests in the 
securities of country B. This ivill increase the supply of ^’s currency 
available to J3, or ivhat is the same tiling vieived from a different 
angle, increases A’s demand for -B's currency by the amount of the 
loan, and may tend (though not necessarily) to raise the exchange 
rate on A, Only if tlie capital outflow is more or less uniform and 
not sporadic, and if trade is unimpeded by restrictions, the ordinary 
fall in tlie exchange rate caused by the capital outflow may evoke 
a relatively increased flow of trade in a direction opposite to the 
capital floiv. In these circumstances the foreign exchange rate cannot 
deviate far from the equilibrium rate determined by the purchasing- 
power parity. 

It ivould appear fiom these objections to the purchasing-power 
parity doctrine that at best the purchasing-power par can be utilized 
by nations on an inconvertible-paper standard as a "compass” ivith 
which to locate tlie approximate bearings of tlie equilibrium rate 
of exchange between any pair of countries. 

■ EXCHANGE CONTROL 

NATURE OF EXCHANGE CONTROL 

Broadly conceived, exchange control may include any 
measures employed by the government to influence the behavior 
of exchange rates. Thus defined, it would embrace the establishment 
and maintenance of an international gold standard, for that would 
ensure stability of exchange rates within the gold points as between 
gold standard countries, and it would include also such central 
bank action as essential to facilitate gold movements and the auto- 
matic reversal thereof. Tlie generally accepted meaning of exchange 
control, hoivever, and the one used here is considerably narroiver 
tlian the above. We shall include in exchange control only those 
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measures ivhich directly influence exchange rates by affecting the 
demand and supply of foreign exchange. Exchange control policies 
may take the form of government intervention or diiect action in 
the foreign exchange market and exchange reshictions which aim 
to maintain a given exchange rate by reducing the demand for, or 
by increasing the supply of, the foreign money. The severity, scope, 
and effectiveness of these measures vary considerably as between 
countries and even ivithin the same country at different periods. 

Intervention may be passive as exempli Bed by the pegging of 
the value of a nation’s currency, or it may be active, in which case, 
direct purchases and sales of foreign money are undertaken by the 
government or its authon/.ed agency. The active support of the 
pound and the dollar in the 1930's by the stabilization operations 
of the British and the United States governments exemplify positive 
maintenance of the desired value of a nation’s money, or prevention 
of its depreciation. 

The other and more potent type of control consists of foreign 
exchange restrictions involving diverse types of rules and regulations 
affecting foreign exchange market opeiations. Such restrictive meaS’ 
ures are deliberately intended to reduce the demand for, and to a 
lesser extent increase the sujiply of, foreign exchange, Accoidingly, 
tliese measures are usually directed toward the basic sources of the 
supply and demand for foreign money. Exchange restrictions have 
been applied with varying rigor since World War I when many 
governments directly imposed restrictions on private transactions in 
the exchange markets. The impact of such restrictions was specif- 
ically directed to (1) the objectives for which foreign excliange ivas 
bought and sold, (2) the amount of exchange involved, and (3) the 
rale at which exchange ivas bought and sold. The short-lived restora- 
tion of the gold standard (1925-1931) resulted in a weakening of 
exchange restrictions; during the depression following 1929 these 
restrictions ivere revived ivith increased vigor. Retained in World 
War II, these measures have been only slowly relaxed since then. 

Exchange control is directed at the heart of all international 
payments—the price of foreign money in terms of a nation’s money. 
Thus, exchange control is more comprehensive in its direct and 
indirect effects upon world commerce than all types of trade restric- 
tions. The latter embrace only tiade in commodities, 'tvhile the 
former encompasses all forms of international economic and financial 
transactions ivhich involve payment across national boundaries. This 
explains why some countries have adopted only trade or foreign 
exchange controls, and still others have combined both in tlie at- 
tempt not only to improve their balance of trade, but also to correct 
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an adverse balance o£ payments, an abnormal outflow o£ capital, 
and capital flight from or into the country, Indeed, exchange control 
has been the most rigorous instrument of commercial policy. It is 
so pervasive that it embraces all the component items in a country’s 
balance of payments, and is tlierefore so poweiful an instniment 
of economic warfare tliat it ivas adopted by virtually all major trad- 
ing nations during the 1930’s. 

OBJECTIVES 

Although resort to exchange control has been ^vide- 
spread, the specific objectives of all countries which have adopted 
it are not necessarily identical, for the economic, financial, and 
political ambitions of countries vary in tlieir scope, intensity, and 
complexity, not to mention the adequacy (or lack) of natural and 
human resources to support each nation's short-run and long-run 
objectives. Nevertheless, exchange control has been genei'ally adopted 
to acliieve tlie follotving objectives: 

1. To aveit abnormal, destabilizing capital movements (both in- 
flow and outflow) particularly the nefarious type knotvn as capi- 
tal flight, or “hot money.” 

2. To stabilize the exteinai value of a country's money. 

8. To conserve its gold, foreign assets, and foreign exchange re- 
serves. 

4. To maintain the people's confidence in their own money. 

5. Other objectives: 

a. To prevent the enemy or its agents during wartime from 
illegally al^sconding with supplies of the nation's money or 
its foreign exchange. 

b. To insulate the domestic economy from the imjxict of ex- 
ternal deflation pending the completion of necessary inter- 
national adjustments. 

c. To serve as a potent retaliatory tool against countries invok- 
ing exchange control, tariff, quotas, embargoes, and other 
types of trade restrictions. 

The first objective implies that normal short-term and long-term 
capital movements are permitted, but the concurrent appearance 
of "black markets” where illegal exchange tmnsactions are cari'ied 
on render the administration of exchange control considerably more 
complicated and costly than is ordinarily conceived. "Black” ex- 
change markets have become so ingeniously and cunningly operated 
that notliing except the most drastic legal enforcement has discour- 
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aged their illicit operations. Whether this difficulty of policing has 
led to the legalization of black markets in some countries^ in order 
to increase their susceptibility to regulation and control is uncertain. 
To a country with heavy external debts, an increase in the foreign 
exchange rates would increase the cost of servicing its debts in terms 
of its relatively depreciated money. An inaease in the exchange 
rate will also increase the cost of a nation’s imports and may as a 
result increase her people’s cost of living and the cost of her exports 
where imported raw materials and semimanufactured products enter 
into her exports. To a country at war the complete mobilization 
and conservation of all her foreign exchange reserves may have 
a fundamental bearing upon the efficiency of her domestic war 
economy. 

EXCHANGE CONTROL TECHNIQUE 

The techniques which have been developed for the 
administration of exchange control fall readily into two broad 
groups depending upon whether the country imposing the controls 
wishes to have a mild or rigorous degree of exchange restrictions. 
The lattei type would virtually embrace all international transac- 
tions involving foreign payments. Regardless of the rigor or mildness 
of the measures adopted, exchange control involves control over the 
sources of the supply of and the demand for foreign exchange, 
including (1) imports and exports of goods, (2) capital and capital 
service items, and (S) speculative transactions. 

The moderate type of exchange restrictions is committed to the 
prevention of sharp fluctuations of the exchange rates through die 
prohibition of abnormal capital Rmvs and speculation in the ex- 
change markets. But, it is obvious that any capital movement of • 
sizable proportions can easily degenerate to dimensions not easily 
susceptible to any but the most drastic and comprehensive restrictive 
measures. Consequently, many countries have been compelled to 
establish more or less complete control over their foreign exchange 
markets. > 

Exchange restrictions of the thoroughgoing type involve an out- 
right government monopoly of the exchange market. Through its 
agency, the government establishes an official rate at which all trans< 
actions must be negotiated. Then it controls the supply of foreign 
exchange by requiring all exporters and others who hold foreign 
exchange to surrender all (or in some cases most) of it to the control 
agency at tlie specified rate of exchange. In this connection, the 
residents of the country who own property, foreign balances, or 
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Other property ^vithin the blocking country, or for making partial 
payments for the blocking country's exports. Blocked accounts were 
used by the Germans under standstill agreements in 1931. Subse- 
quent refinements in the techniques of administering blocked ac- 
counts, in conjunction with the maintenance of an overvalued 
currency, enabled the Germans to pervei't its use to an aggressive 
weapon to benefit Germany at the expense of economically iveaker 
countries. 

United States Control of Foreign Funds Prior to the entry of the 
i United States into World War II, a system resembling blocked 

{ accounts was established in this country by an Executive Order 

j issued on April 10, 1940. Unless otherwise permitted by the Secre- 

j tary of the Treasury, all foreign exchange transactions, gold ship- 

r raents, and transactions on account of "evidences of indebtedness 

and evidences of ownership” with respect to other property of 
Norway and Denmark were prohibited. The intent of this "block- 
ing" and impounding of such foreign-oivned property located in 
the United States was to protect the interests of the governments 
and peoples concerned, after their conquest by Germany. By another 
executive order issued on June 14, 1941, the control of foreign funds 
ivas expanded considerably to "block" all countries of continental 
Europe not formerly blocked, including Germany and Italy. Only 
in those cases where it rvas clear that transactions with blocked 
countries ivould not aid the enemy countries nor injure American 
interests and those of her allies, were special permits granted by 
the United States Treasury for expenditures out of blocked accounts. 

Exchange Rationing Wliether used independently or in con- 
junction with blocked accounts, exchange rationing offers an effec- 
tive method for balancing a country's international receipts and 
payments. Excliange rationing requires for its operation the establish- 
ment of some agency charged with the administration of the system 
adopted. The agency establishes official rates at which it buys and 
sells foreign exchange. A comprehensive exchange rationing would 
require all holders or recipients of foreign exchange to sell their 
foreign currencies to the agency at the official buying rate which 
is generally slightly less than the selling rate. A less rigorous system 
would require that holders of foreign moneys sell only a part of their 
holdings to the agency, holding the remainder to be disposed of at 
their own discretion. All holders of approved import opetations 
must apply to the agency for the purchase of all or a portion of 
' their needed foreign exchange. Some countries liave permitted the 

simultaneous development of a free exchange market where free 
rates are generally higher than the corresponding official rates. 


612 


THE PROCESS OF INTERNATIONAL ADJUSTMENT 


However, governments have encouraged free markets where certain 
export commodities could only be profitably exported at the free 
exchange rate. Nonessential imports have also been permitted at 
tlie considerably higher free market rates, in the belief that the high 
rates, per se, would suffice to dissuade most importers. 

The spread between the buying and the selling rate pays admin- 
istiative costs oE the system and yields a profit to the government. 
These profits vary accoi*ding to the profit predilection of the govern- 
ments concerned. The profit derived by the government of Chile, 
from this source, has ranged from 30 percent to 122 percent of the 
foreign exchange sales.® 

Exchange Stabilization Eunds An exchange stabilization fund 
consists of a substantial reserve of gold and a nation’s currency, out 
of which the government can directly infiuence the exchange rates 
by making puichases or sales of foreign exchange, in amounts suf- 
ficient to produce the desired behavior of foreign exchange rates. 
It should be emphasized that stabilization operations do not disrupt 
the structure of a free exchange market. In the main, stabilization 
operations have been confined to preventing abnormal exchange rate 
fluctuations. However, such funds could be (and have been) used 
to maintain an undervalued (or oveiwalued) cuirency 'tvhich makes 
all other currencies relatively overvalued (or undervalued), thereby 
giving that nation an export advantage (import advantage) whicli 
is gained at the expense of other countries. 

To accomplish its objectives, an exchange stabilization fund must 
have at its disposal an adequate reserve of both foreign money and 
its own money. Its foreign exchange reserve is an index of its positive 
po^ver to forestall a rise in foreign exchange rates. Similarly, it must 
possess ample reserves of its own money with livhich to buy foreign 
money to prevent a substantial fall in its foreign exchange rates 
when that is inimical to the interest of the stabilizing country. Since 
the operations of a stabilization fund are basically determined uni- 
laterally by one government, its operations in maintaining exchange 
lates at a certain level may work to the disadvantage of another 
country. Such a condition may give rise to a “cmrency” war. In order 
to avert such developments many countries have resorted to bilateral 
and to multilateral exchange control. 

BliATBRAL AND MUITIIATBRAI EXCHANGE CONTROL 

Cooperative Management of Stabilization Funds 
Since the advantages ensuing from a unilateral exchange control, 

s Ellsworth, op. ciL, p. 628. 
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in tlie form of stabili/ation operations are necessarily short lived 
as long as other countries are sensitive to the deflationary trends 
which n^y be induced by the offensive use of stabili/ation funds, 
cooperation in the management and operation of such funds de- 
veloped bet^veen two or more countiies. Hence, "we have bilateral 
exchange control, exemplified notably by clearing agreements and 
payments agreements under ivhich tu^o contracting governments 
agree to administer their exchange control machinery to their mutual 
advantage. Such advantages accruing to each pair of countries are 
considerably magnified where the agreement involves three or more 
countries, creating thereby a multilateral exchange control system. 
Because of the difficulty of compromising divergent interests, this 
type of advanced cooperative control has been relatively uncommon. 
The Tripartite Agreement represented the only important develop- 
ment before the establishment of the International Monetaiy Fund. 
Originally established in September 25, 1936, among the United 
States, Great Britain, and France, it was later enlarged to include 
the Netherlands, Belgium, and Switzerland. The agreement pro- 
vided for mutual cooperation among the six members for the mainte- 
nance of stable exchange rates and to avoid any attempts at currency 
depreciation. World War II prevented the development of this 
cooperative venture. 

Clearing Agreements A clearing agreement is a contractual ar- 
rangement between two governments by which each pays its own 
exporters in its o^vn money draivn from a fund built up from the 
payments made to it by its own importers. Generally, only payments 
and receipts aiising out of merchandise trade are covered by these 
agreements although they could, with increasing difficulty, include 
those payments and receipts aiising out of services and to a lesser 
extent some capital transactions. The inherent nature of these agree- 
ments virtually suspends the normal foreign exchange market opera- 
tions, and where the agreement extends to cover all the items in a 
country’s balance of payments, then the exchange market completely 
disappears. 

Certain important points require mutual agreement bettveen the 
contracting governments. First, it is necessary to establish a system 
of priorities with respect to payments ivhich may be made out of 
the fund. Part of the fund will be allocated for the payment of 
merchandise exports of each country, another part will be used to 
pay the debts and capital service items due between them, while 
another portion may be used to pay "invisible” items. Usually the 
agreement stipulates an exchange rate for converting one currency 
into the other. Finally, provision is made for periodic clearance of 
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any deficit or surplus between the contracting governments’ hinds. 

Payment Agreements Unlike clearing agreements, payment 
agreements do not bypass the foreign excliange markets. To ensure 
tlie success of tliis type of agreement, a fixed ratio of exports to 
iniporls between the two conti acting countries is established for 
the duiation of the contract. This ratio enables the attainment of 
a close balance in the international receipts and payments of each 
country, thus obviating the need to settle large balances. Tliese 
agreements have originally been initiated by a creditor counti 7 m 
order to ensuie the financial capacity of the debtor country to meet 
the interest, dividend, and amortization requirements on its out- 
standing securities lield by the cieditor country’s investors. 

Payment agjreements have usually been concluded betiveen a free 
exchange (creditor) country and a controlled exchange (debtor) 
country. The debtor agrees to ration its foreign exchange derived 
from its exports to the creditor country in order that it can meet 
all of the obligations owed to the creditor country. Usually the 
parties agree that the available foreign exchange ivill be allocated 
by the debtor to pay for (1) imports from the creditor country, 
(2) debts and capital service items due to the creditor, and (3) any 
balance is usually made available to be used by Uie debtor in its own 
discretion. Since imports by the debtor country must be paid for 
witli foreign exchange, there is no likelihood of the accumulation 
of clearing balances in either coiuitry—an event which usually hap- 
pens in the case of clearing agieements. In those cases where the 
creditor country is a substantial buyer of the debtor’s exports, the 
latter country is more likely to abide strictly by tlie terms of the 
agreement for fear tliat the creditor country may shift its trade to 
the disadvantage of the debtor country. 

QUEST/ONS AND PROBLEMS 

1. 'The gold standard requires tlie domestic economy to confoim to the 
state of a country's international balance, and leaves no fieedom for 
a domestic policy inconsistent witli tlie external position. Unlike die 
gold standard, lluctuatiiig exchange rates, however, alloiv a country 
to pursue the domestic policy it desires, regardless of the balance of 
international irayments.” 

a. Explain the basis for each statement. 

b. Is the contrast actually as sharp as stated? Explain. 

2. "Under modern monetary conditions gold is so far removed from any 
close tie-up with the credit supcrstinrctiire diat one can scarcely speak 
of any quantitative relation." (A. H. Hansen, Full Recovery oi Stagna- 
tion? New York, 1938, p. 820.) 
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a. If this view is correct, how must the price-specie-flow analysis of 
classical economia be moclifled? 

b. What then is the role or function of gold movements? 

8. "The devaluation [Januaiy 31, 1934] had little discernible effect on 
the domestic price level, taking effect almost exclusively on the foreign 
exchanges, which naturally follow ed the change in the metal content." 
(J. M. Clark, Social Control of Bushiessj 2d ed.. New York, 1939, 

р. 430.) 

a. Explain tlie statement. 

b. Explain how devaluation of out monetary unit affected the foreign 
exchanges. 

4. a. What effect would you expect the institution of the American silver 

purchase policy to have in the rate of exchange in New York on 
Shanghai? 

b. Explain 'whnt effect the imposition of tariff bairicis 'would have 
on the soundness of the purchasing-poTVcr parity doctrine. 

с. Is the purchasing-power parity doctrine applicable as an explana- 
tion of foieign exchange rates to countiics on the gold standard? 
Why or why not? 

5. "Exdiange control accomplislies the aim of die gold standard— stability 
of the foreign exchange rates— while still permitting freedom in domes- 
tic policy.” 

a. Explain how. 

b. Is the dual pin pose accomplished without creating otlier objection- 
able consequences? 

6. "The result of exchange control in various cases has been to create 
multiple currency systems in which each of the different foims of 
money may be used only for specified purposes and in whicli theie 
is in effect a system of parallel monetary standards rather than a single 
standard.” 

a. How could such a system help Germany in the 1930*s? 

b. Gmat Britain more recently? 

7. "The British [Stabilization] Fund was established to check violent fluc- 
tuations in the sterling-dolla) rate, but it has come to serve in other 
directions as well. As far as possible d acts to neutralize heaxiy pur- 
chases of gold and the accumulation of steilmg bank deposits by out- 
sideis.** (W. H. Schubart, "A Discussion of Foreign Exchange and 
Related Problems,” in G. B. Roberts, ed., A Forum on Finance, Neiv 
York, 1940, pp. 31-82.) 

a. Explain hmv the Fund could perform die functions italicized in the 
above statement. 

b. What aie die limits to the performance of these duties? 

8. a. Diuiiig die earlier 1930’s both the British and the American Sta- 

bilization Funds had as an important objective prevention of the 
appieciation of the local currency in teims of foreign airrencies. 
Could they exercise peimancnt instead of merely temporary influ- 
ence on the level of rates? 
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b. The original assets of the British Fund consisted of government 
securities -while the American Fund was initially given gold. What 
eifect would this difference have on the technical operations of cadi 
Fund in the money and foreign exchange markets? 

9. Some have claimed that exchange clearing should properly be regarded 
as an attempt to escape the effects of exchange restriction, rather than 
as a form of exchange restriction. Explain. 
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CHAPTER 23 

Postwar International 
Monetary Reconstruction 


MMI 

I HIS cha)5ter slarts Avith a brief review of interna- 
tional monetary relationships in the interwar (period. The historical 
review is designed to provide insights into the measures taken after 
World War 11 to deal directly with the pervasive, tvorld-tvide prob- 
lem of international disequilibrium. 

■ INTERNATIONAL MONETARY RELATIONSHIPS 
IN THE INTERWAR PERIOD 

The century of relative peace up to 1914, the exist- 
ence of a common ideology and a liberal viewpoint on socio-politico- 
economic questions, and a rapidly grooving population were favor- 
able to the unique growth of international commerce and finance. 
The international gold standard contributed to the automaticity 
of die process of equilibrium in the balance of payments of trading 
nations, implemented only by the flow of slioit-tenn credits and 
gold movement. The intei national gold standard provided an inter- 
national monetary system linking together international economies 
into an integrated world trading system characterized by relatively 
stable foreign exchange rates and flexible prices. 

World War I, hoivever, wreaked havoc upon this integrated 
world commerce and upset the equilibrium in international pay- 
ments. In 1914 the gold standard as a smoothly working process 
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disappeared from history. Whether it will ever return is conjectural. 
It was generally held after World War I that all we had to do ^vas 
to restore this monetary standard> and it would operate as before. 
However, attempts at restoration in the twenties failed. 

It is helpful to review the history of international monetary rela- 
tions between 1918*1938, dividing them not so much into cliiono- 
logical periods as into mistakes from which lessons could be learned 
on ivhich to base the post-World War II international monetai 7 
system. Each of the periods is an illustration of how tlie forces of 
disequilibrium are likely to upset— and if they are strong enough, 
to ruin entirely— any system of international monetary settlement.^ 

1978-1922 


The lesson of the first period, lasting roughly from 
1918-1922, is that the reconstruction needs of a war-torn continent 
should not be supplied by a speculative infiow of capital. The mon- 
etary units of those nations which had suffered most from the ivar 
and therefore had experienced the gieatest degree of inflation, as 
well as of those nations ivhich were required to pay large sums in 
reparations, depreciated relative to nations like the United States, 
whose financial system had not been seriously affected. Private capi- 
tal (mainly from the United States and Great Britain) expecting 
that the “depreciated” currencies would appreciate to “normal” 
levels ^vith the return of more “normal” conditions, took advantage 
of the low dollar and sterling prices prevailing and speculatively 
purchased securities and property in Europe. This infioiv of foreign 
money served to support the falling European cuirencies. However, 
the forces of depreciation (mainly the sliortage of goods and tlie 
recurring budgetary deficits) were too powerful to be stopped. As 
currencies continued to depreciate, it soon became apparent that 
the hoped-for restoration of “normality” was indeed remote. As 
foreign investors sought to rectify their errors, there ensued a rush 
to liquidate investments in foreign countries, ivhich only served to 
aggravate the currency depreciation. Continued attempts by the 
European monetary authorities to correct the disequilibrium by 
further depreciation merely served to magnify the disequilibrium. 
To the reaction of foreign capital was added the exodus of domestic 
capital, Tvhich put further pressure on the foreign excliange position 
of the cuiTency. Stabilization of the currency became imperative. 
Attempts at achieving equilibrium through a freely fluctuating 

iThe material In this section is taken from E. Shapiro and E. Solomon, “Jiiterna- 
tloiial Monetary Reaction," The Southern Economic Journal (January, 1950). 
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Joi'eign exchange rate in later years led to similar perverse move- 
ments of speculative capital. Another lesson to come from these 
years was that speculative capital movements are very disruptive 
of the structure of foieign exchange rates and should be subject to 
stringent control. 

1922-1928 


The second period, lasting from 1922 through 1928, 
\vas liighlighted by attempts to stabilize the cun'encies of the world. 
Each nation unilaterally, and with no attempts to consult its neigh- 
bois relative to whom it wished to stabilize, began to fix the par 
value of Its currency in terms of gold. The abnormal movements 
of capital which weie taking place, the fact that each nation had 
since 1913 undergone serious structural change, and the moi'e obvi- 
ous fact that cadi country was expei fencing widely differing degrees 
of inflation appealed to be completely disregarded. England in 1925 
refixed the value of the pound at 77 shillings lOV^ pence to an 
ounce of gold, which was the gold value of the pound sterling in 
1913. France refixed the value ol the franc at consideiably less than 
its prewar value in gold. In the light of the prevailing price levels 
in England and France, the franc was undervalued relative to the 
£: France, therefore, became a cheaper market in which to buy than 
England. These and a host of similar unilateral actions witli regard 
to currency par values placed a series of burdens on the already 
upset structure of international payments. The restoration of cur- 
rency to artificial par values could be rectified only by changes in 
all national price levels violent enough to bring the relative par 
values in line with each other. Such changes ivere difficult if not 
impossible to achieve. In England, for example, the forces unleashed 
to lower the general price level (and with it the level of wages) suc- 
ceeded only in fomenting the General Strike of 1926. One lesson 
garnered from the experience in this period is tliat the par value 
of currencies should be fixed in accordance with the existing general 
price levels-^nd not the other way round, as was attempted in the 
years 1922-1928. Since par values of cuirencies are always relative 
to the par values of otlier cuiTencies, it can be inferred from the 
experiences of the middle twenties that nations should meet and 
fix the respective par values of their airrencies on a consultative 
basis, 

Another lesson followed from the above both in logic and in 
history. If the par values of currencies even after consultative fixing 
are not in line or if, after they have been in line for a while, changes 
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take place within an important trading area which affect its pur- 
chases fitim abroad, it is inevitable that forces will be released which 
will tend to restore equilibrium in the balance of payments. Because 
of the rigidities of the price and wage levels ivhich exist in the 
modern economic ivorld, the lequired decline in the general price 
level may not be forthcoming. However, if the price level does not 
fall, a decline in employment will ensue, which has much the same 
result as a falling price level. National income declines, resulting 
in reduced national buying power, which leads to a reduction in 
imports until the imbalance in the nation’s international accounts 
is corrected. From 1925-1929, while the rest of the world was enjoy- 
ing a period of prosperity, England was suffering continuous un- 
employment of over a million of her ^vork force. This situation 
plagued England because the pound ivas overvalued, tJiereby upset- 
ting her balance of payments, and her price level did not fall. 

THE DEPRESSION YEARS 

It appeal's that a decline in employment in the ab- 
sence of price flexibility a contingency which eailier theoiy had 
not seriously considered. This oversight, if such it was, is under- 
standable in the light of the assumed perfectly fluid price levels 
in which unemployment (except temporary) would not exist. In the 
face of the dynamic rapid gi’o^vth of world trade prior to 1913, 
history did not appear to contradict tlie assumptions. While depres- . 
sions had occurred, they ivere soon carried into a neiv ivave of 
prosperity by the rising secular trend of growtli. In 1930, hoivever, 
a depression struck the ivorld ivith greater severity than ever before. 
Starting in the United States, it ivas associated with a decline in 
national income which led to an almost automatic curtailment in 
purchases from abroad. The nations which sold to the United States 
felt the effects of curtailed export sales through a decline in their 
national income and reacted by curtailing purchases at home and 
abroad. 

Had these countries not curtailed foreign purchases, they would 
have experienced an outflow of gold to the United States and a con- 
traction of their o'wn domestic currency circulation. The outflow 
of gold would have led by tlie rules of die gold standard game to a 
rising rate of interest and a declining velocity of money, both of 
which ivould have caused a fall in the level of economic activity. 
In vieiv of wage rigidities, the decline in business activity would be 
characterized by an increase in unemployment. 

The gold standard was a difficult taskmaster which required that 
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the domestic economy, if necessary, had to suffer as long as external 
par values remained out of line. During a period of prosperity this 
was lauded as the great achievement of the gold standard. Whenever 
depression set in, the requirements of the gold standard amounted 
to an unfailing means of ensuring that each nation was as depressed 
as every other. Because the government of each nation felt that it 
knew better tlian its neighbors hoiv to achieve and maintain a con- 
tinuous state of prosperity in the domestic spheie, an almost uni- 
versal desire to sever tlie domestic monetaiy system from the outside 
world swept tlie globe. A fourth lesson of the intenvar period was 
that it is desirable to prevent money floivs arising from external 
transactions from having any depressive effect on the volume of 
domestic circulation or raising the domestic rates of interest. 

The first and most obvious answer to the question of how can a 
nation achieve independence of its domestic circulation is to permit 
the foreign exchange rate to fluctuate freely. By pin suing such a 
course of action, the nation can obtain a balance between foreign 
payments and receipts ivithout upsetting domestic prices, employ- 
ment, and income. The world had seen earlier that free exchange 
rates are impossible ivithoiit a strict control over sliort-term capital 
flows; these capital flows were controlled. Despite this precaution, 
such attempts as were made to have a system of free exchanges ahvays 
ended in failure. The uncertainty introduced by fluctuating ex- 
change rates, together witli the narrow piofit margins, made it dif- 
ficult to conduct international trade. Nor was it feasible to introduce 
a system of fonvard buying and selling in order to cover the risks 
resulting from fluctuating exchange rates as the premiums payable 
to cover the risks of the insuring agency itself would have to be 
prohibitively high. Furthermore, the continuous changes in the 
structure of trade caused by fluctuating exchange rates— changes 
ivhich could overnight cut oft a whole foreign market or create a 
new one— introduced strains ^vhich even the most flexible of produc- 
tion frameivorks was unwilling to undergo. From this experience 
ivas drawn the fifth lesson, namely that freely fluctuating exchange 
rates reduce the volume of international trade and should be avoided. 

An alternative method of achieving a baianced foreign account 
without interfering with the domestic economy was the employment 
of exchange controls. Invariably it ^vas a state of unbalance leading 
to gold drains which constituted the source of anxiety to the gold- 
losing nation. Exdiange control ivas presumably the method to pre- 
vent this drain. Control could never eradicate tlie causes of the drain, 
one of whicli is usually the overvaluation of the ciurency. There- 
fore, it became necessary for any nation using exchange controls 
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as its sole means o£ combating the lack of balance to impose extensive 
controls in order to achieve its objective. The usual outcome of 
states’ employing exchange controls ivas tliat they cured the malady 
(lack of balance in their foreign accounts) by killing world trade. 
The experience of Germany with exchange controls is a good illus- 
tration of the aforementioned generalization. Bet^veen 1929 and 
1935 Germany’s exports (on a quantum basis) fell by some 40 per- 
cent, compared with an 18-percent decline for the world.® \Vliat 
remained of her trade ivas mainly on a barter basis. Her experience 
was not only uneconomic, but as is inevitable ^vas discriminatory 
and hence fraught witli political dangers. Lesson number six is that 
exchange control as a long-run weapon tends to reduce world trade. 
Since it is exercised by the sovereign state and is usually disciimina- 
tory, the practice of exchange control enhances the prospects of 
national misunderstandings and possible world conflict. 

The international monetary. experiences during the great depres- 
sion supplied further lessons. The nations of the ivorld soon learned 
that a dogged adherence to the gold par values of their ciuTcncies 
led either directly or indirectly through an outward diain of gold 
to reduced employment at home. Attempts were made to correct 
both the employment conditions and the gold outflows by devalua- 
tion of the currencies (that is, abandoning old par values and leset- 
ting them at new, lower values relative to gold and to other cur- 
rencies). This action would ivork for any one country attempting 
to expand its exports. With a world depression underway, every 
nation was suffering fiom domestic unemployment as ivell as a 
decline in the volume of its foreign sales. Every major nation, includ- 
ing the United States, resorted to devaluation as a cure. Since tlie 
beneficial effects of devaluation stem from relative changes, the 
attempts of any nation to devalue are foiled by every other nation's 
trying to play tlie same game. This is precisely ivhat happened in 
the IQSO’s, when one by one the major nations of the world de- 
valued their currencies—each to an extent decided upon by sovereign 
and unilateral action. 

By 1937 the "devaluation cycle” had run its course and the cur- 
rencies of the world stood in much the same relation to one another 
as they had in 1929. No good purpose had been served by the suc- 
cessive sliocks ^vhich such devaluation had given to the international 
monetary system. Furthermore, those nations whose currencies were 
genuinely overvalued and needed to be brought into line with otlier 

8R. Nurkse, International Curiency Esperlence (Geneva, League of Nations, 1944), 
pp. 108-169. 
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currencies were not able to do so because o£ the competitive de- 
valuation pursued by other nations. Another lesson to be drawn is 
that nations should be peniiitted to alter the values of their cur- 
rencies, but only after consultation with and the approval of the 
other nations of the world. 

Although devaluation as such had produced no lasting beneficial 
ciffects, a by-product of devaluation did help to initiate a marked 
revival of tvorld tiade and employment. Surprisingly enough, most 
of this revival took place not between nations which devalued and 
those which had not, but it occurred mainly between the nations 
which had devalued. The explanation of this, it was soon seen, lay 
in die fact that devaluation brought about in the fiist instance an 
ina*ea$e in a nation’s exports and hence in its income, thereby 
aiding domestic revival and increasing the money flows ^vithin the 
devaluing country. The initial revival stimulated home market 
activity and in turn led to an increase in imports. The level of eco- 
nomic activity was increased in those countries fiom which the im- 
ports were obtained. Tliis higher level of income ivas reflected back 
on the first country, which experienced a further increase in eco- 
nomic activity due to the growing volume of exports. Fi*om diis 
expel ience one very impoitant lesson can be inferred. The best way 
each nation has oL ensuring a large volume of world trade is to attain 
a high level of employment and income domestically. In such meas- 
ure as each nation puisnes this policy domestically so does it auto- 
matically ensure prosperity for all other countries. 

In spite of the most honest attempts of each nation to maintain a 
high level of income, of employment and thereby a large volume of 
imports, cyclical aberrations inevitably persist. The most economic 
policy can guarantee is to minimize the amplitude and duration of 
the fluctuations. There are ttvo courses of action available to the 
world during a depression. Either the deficit nations borrow their 
discrepancy from the remaining nations (and pay for it during tlie 
prosperity period) or they can curtail their piircfiases of finished 
goods by deliberate controls. The latter course of action would lead 
through a decline in die volume of production in manufacturing 
regions to a decline in their purchases of law materials. Thus, a 
cumulative downward spiral would be set in motion, It i;vould ap- 
pear, therefore, that the former alternative would be more desirable. 
In Older to achieve it, however, some system must be devised 
through which the raw material and agricultural regions could have 
ready access to borrow siicli foreign exchange resources as are neces- 
sary to meet their current deficits. Furthermore, these funds should 
be available without die debtor countiy’s being required to raise its 
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domestic interest rates or contract its domestic currency circulation. 
The last lesson derived from the cunency experience of the interwar 
period is that some system is required in which nations suffering 
a temporary lack of foreign exchange— due to the cyclical ebb and 
flmv of relative prices— can receive such funds by the simple expedi- 
ent of giving other nations an I O U. 

The idea of international monetary cooperation is not new. After 
1918 a series of efforts were made to achieve a sensible and workable 
international monetary system. Due either to a lack of knowledge 
of the real nature of the problem or perhaps to the sivift and com- 
plicated dynamics of intcr^var history, these attempts were abortive. 
Between 1936 and 1939 tlie Tripartite Agreement among the world’s 
leading trading aieas— the United States, Great Britain, and France- 
offered the hope that a neiv basis for cooperative action had been 
found. The arrangements were of limited scope and furtlier devel- 
opments ivere prevented by the outbreak of war. During the war, in 
fact as early as 1942, the Allies began to plan an international 
monetary system that Tvould boldly incorporate all the lessons 
learned in earlier years. 

From the brief outline of the interwar experience, it appears that 
the essentials of any workable inteimational monetary system tvould 
require: 

A. Stable exchange rates (lesson 6) which are initially fixed by 
international consultation (lesson 3) and which are alterable, 
but only with international consent (lesson 7). 

B. A mechanism by ^vhich temporary discrepancies in a country’s 
balance of payments can be met by an I O U system (lesson 9) 
which does not require that country to alter in any way its 
domestic financial policy (lesson 4). 

C. The aforementioned domestic policy should always be aimed 
at achieving high and relatively stable levels of employment 
and income (lesson 8). 

D. Short-term capital movement to be subjected to control (lesson 
2) but other forms of exchange control should be abolished 
(lesson 6). 

E. A system by 'fvhich the capital needs of wartom areas or areas 
which require an extraordinary inflow of capital for recon- 
struction or development should be met not by speculative 
flows but by long-term loans through a centrally directed 
agency or bank (lesson 1). 

Item C is primarily a matter of national concern and has been 
met by a series of employment acts which pledge the governments 
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of mosc of the world’s leading tiading nations to maintain high and 
stable levels of employment and income. Item D was agreed upon 
in principle but it was realized that the aftermath of war called for 
a period of adjustment during which controls would be an essen- 
tial part of the economics of most nations. We shall conhne our dis- 
cussion in the remaining part of this chapter to the implementation 
of items A, B, and E. 

■ DEVELOPMENTS DURING WORLD WAR II 

The conduct of a large-scale war involved violent 
shifts in production and trade patterns not only in the ivarring na- 
tions but also to a lesser extent in the neutral countries. The virtual 
isolation of continental Europe from the rest of the world fi'om 
1940 to 1944, severed not only the trade channels between most of 
Europe and Asia, between Asia and South America, between South 
America and Europe, but also seriously impaired the volume, diiec- 
tion, and the commodity composition of the remaining trade be- 
tween allied countries and the neutral nations. Acute shoitages 
localized largely within belligerent boundaries wei’e matched by 
tremendous surpluses elsewhere (for example, Biazilian coffee). 

LBND-LeASE AND REVERSE lEND^LEASE 

Even before the United States entered the last war, 
the government became, under the Lend-Lease program, virtually 
the major exporter after the spring of 1941. The President of the 
United States ivas authorized under this program to manufacture 
in the United States munitions, weapons, vessels, etc., deemed to be 
of aid to European democracies lesisting Germany. These goods and 
services, which were allocated on the basis of need rather than capac- 
ity to pay, were not sold to the recipient countries, though title to 
these goods was transferred to them. Final settlement was postponed 
until the ivar ended. During the period in which Lend-Lease aid 
was extended, tlie United States transferred over $49 billion to 
friendly countries. Appioximately $8 billion was received from 
other countries in this same period. Thus, the net amount of Lend- 
Lease aid extended as grants amounted to over $40 billion, 

PR/CE DISPARITIES 

The starring financial burden created by the last 
ivar engendered disastrous world-wide inflation. As savings fell far 
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short of meeting the tremendous sums borroivecl by countries at war 
to pay for unprecedented military expenditures, it was inevitable 
that bank credit expansion would be one of the devices used to 
finance the deficits. 'Wide disparities existed between the fiscal prac- 
tices, monetary policies, price contiols, and direct rationing of goods 
and services. Furthermore, at the end of the war inflation became 
far more serious in the face of protracted shortages of consumers’ 
goods and capital goods, and it was magnified further by the pent-up 
reservoir of purchasing power accumulated dining tlie ivar. Accord- 
ingly, at the end of die ivar marked divergencies existed in the price 
levels betiveen countries. 

POSTWAR FINANCIAL RELATIONS 

The changes in the pattern of production and trade 
and the glaring cost-price disparities induced by postwar inflation- 
ary pressures markedly impaired the financial capacity of practically 
all nations to establish export markets and to compete for needed 
imports. One significant factor was a serious, sizable loss of income 
from “invisible” exports by several European countries, notably the 
United Kingdom. This condition was one of the contributory fac- 
tors to the balance of payments diseqiulibria facing these countries. 

■ POSTWAR RECONSTRUCTION AND DEVELOPMENT 
PROGRAMS 

In the light of the vast disorganization of economic 
activity during World War II, it became clear that the methods 
selected to meet the crucial problems of relief and rehabilitation 
should not (as had been done after the first World "War) encumber 
the world ivitli a complex iietivork of intergovernmental debts, 
which would retard the achievement of long-run domestic stability. 
The immediate task of attacking international disequilibrium was 
one of economic reconstruction in order to provide a firm founda- 
tion for the reconstruction of multilateral trade and the restoration 
ol intercoiivertibility of national currencies. It was also evident that 
in vieiv of the depletion of the productive capital resources, and the 
loss of invisible income of the very countries requiring relief and 
rehabilitation, substantial foreign financial aid had to be provided. 
We shall, therefore, direct our attention to the various programs and 
ad hoc gi'ants and aids provided, chiefly by the United States; tlie 
latter had emeiged from the war with a greater productive capacity 
and a higher standard of living, relative to prewar levels. 
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THE united NATIONS KELIEf 

AND HEHABILITATfON ADMINISTRATION (UNRRA) 

The extent of the international disequilibrium chal- 
lenged the ingenuity of experts charged with the task of postwar 
reconstruction, The foresight of the forty-lour countries allied to- 
gether in the war against the Axis Powers led to the establishment in 
November 1943 of the United Nations Relief and Rcliabilitation 
Administration which was intended to provide immediate relief 
and to rehabilitate the economies of countries destroyed by ivar. It 
was agreed to provide its resources through a contribution equal to 
1 percent of each member-country's national income. Relief was to 
be extended solely on the basis of need, "without discrimination 
because of race, creed, or political belief." Thus, the tasks of alle- 
viating human misery, combating disease, and rehabilitation of war- 
torn economies of Europe and the Near East were considerably 
facilitated. Over $3 billion in aid was distributed by UNRRA; when 
it was dissolved in 1947, the remaining reliel work was delegated to 
several specialized agencies of the United Nations. 

Since the end of the 'ivar a vast amount of aid has been granted 
to foreign countries in an attempt to achieve equilibiium in the 
international accounts of the nations of the world. The United 
States has provided the bulk of this aid. Other nations, notably 
Canada, Sweden, the United Kingdom, Aigentina and Switzerland 
have also provided assistance>*-alheit in substantially smaller amounts 
than the United States. 

As is evident in Table 58, United States aid to foreign countries 
since the end of the war has amounted to almost $34 billion. The 
major part of this aid has taken the form of outiiglu gifts and grants, 
and a smaller amount consists of loans to foreign countries. These 
gifts and loans have been designed (1) to alleviate destitution and 
suffering, (2) to facilitate reconstruction, and (8) to provide militai7 
assistance. 

/ 

EXPORT-IMPORT BANK 

The principal lending agency in international finance 
of the United States government is the Export-Import Bank of 
Washington. This bank was created in 1934 to help finance trade 
witli the Soviet Union, which had been recognized recently by tire 
United States. A second bank was created in the same year to extend 
credits to Cuba and other countries in order to develop foreign 
markets for American goods. In 1936 both banks rvere merged into 
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TABLE 58 


international grants and loans of the united states, 
JULY I, 1946-december SI, 1951 

(In millions o£ dollars) 



Total 

Before 

E.R.P. 

During 

E.R.P. 

Grants 




1. Lend-Lease 

? 1,945 

$ 1,945 


2. Euiopean Recovery Program. 




(Mutual Security) 

12,763 


$ 12,763 

3. Civilian Supplies to Occupied Areas 

5,489 

2,412 

3,027 

4. UNRRA, post-UNRRA, and 




inteiim aid 

3,448 

3,172 

271 

5. Aid to Philippines 

631 

130 

500 

6. Aid to Greece and Turkey 

659 

165 

495 

7. Aid to China 

243 

120 

123 

8. Other 

632 

146 

485 

Receij^ts 

-1,090 

-499 

-591 

Net Total 

i 24,665 

$7,592 

$ 17,073 

Loans 




1. British loan 

$ 3,750 

$ 3,750 


2. Export-Import Bank loans 

2.937 

2,087 

$ 849 

3, Surplus Property (including 




merchant ships) 

1,338 

1,286 

102 

4, Credit-agreement offsets to grants 

1,256 

1.253 

3 

5. European Recovery Program 




(Mutual Security) 

1,277 


1,277 

6. Other 

515 

362 

153 

Collections 

-1,766 

-523 

- 1,243 

Net Total 

S 9,306 

$8,165 

$ 1,141 


Source; U. S. Department of Commerce. 


one institution whose operations weie confined largely to financing 
United States exports— partiailarly agricultural products. 

As the international situation became more threatening prior to 
the outbreak of the ^var in 1959, the activities of the bank were 
expanded to include financial assistance to foreign countries. Thus, 
China was gi'anted loans to purchase goods needed in its war with 
Japan, Latin American countries received dollar Ipans to combat the 
growing danger of German penetration of South American countries. 
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In 1945 the Export-Import Bank Act amended the charter o£ this 
institution, increasing the lending powei' to §3.5 billion. Its function 
ivas stated to be to promote inteniational trade between the United 
States and the rest of the world. In 1951 its lending authority was 
increased to $4.5 billion. 

The bank is not an international relief agency. It is directed to 
grant only loans and then only after reasonable assurances that these 
loans will be repaid. Congiess directed the bank to use its lending 
poivers to encourage private investment rather tlian to compete ^vith 
and discourage private capital investment. Since the European Re- 
covery Piogram most of the banks’ loans have been made in areas 
outside of Europe. 

THE ANGLO-AMERICAN FINANCIAL AGREEMENT 

The largest international loan placed by the federal 
government in the postwar era was tlie Anglo-American Financial 
Agreement, latified by Congress in July 1946. It developed out of 
the fact that before the end of 1945 heavy British military and 
financial expenditures in Geimaiiy, Greece, and otiicr sectors of the 
United Kingdom required substantial American aid, particularly 
in tlie face of the slow recovery in British expoits and a sustained 
high level of impoits, mainly from the dollar area. The loan ^vas 
designed to facilitate the economic rehabilitation of Great Britain 
by permitting the country to bring its international accounts much 
closer to balance. 

The provisions of the agreement include; (1) a loan by tJie United 
States goveinment of §3,750 million to the British government to 
be released within 4 years, (2) the cancellation of $25 billion of 
British Lend-Lease obligations, (3) the consolidation in tlie amount 
of $650 million of British Lend-Lease obligations covering those 
goods in transit and delivered after V-J day and for the purchase 
of surplus war property of the United States as ivell as installations 
in the United Kingdom, This total loan of .$4,400 million is to be 
repaid with interest at 2 percent, the first payment on both interest 
and installment on tlie principal having been due in 1952, The 
agreement provides further that interest for any year ivill be fully 
waived whenever British expoits do not reach a level estimated at 
about 60 percent in excess of preivar volume. 

The United Kingdom agreed to remove excliange controls imme- 
diately after July 1946 covering: (1) payments or transfers on cur- 
rent transactions with the United States; (2) the use of sterling bal- 
ances (credited to residents of the United States) arising out of cur- 
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rent transactions; (3) all sterling received within a year (that is, by 
July 15, 1947) from current transactions of all sterling area countries 
^would, without discrimination, be made freely convex tible. Simi- 
larly, tlie United Kingdom also agreed that on July 15, 1947, it 
would abandon exchange controls for current transactions with 
countries not members of the sterling area, unless othenvise agreed 
to, and (4) the United Kingdom agreed to negotiate with countries 
oivning sterling balances blocked in Great Britain in order that 
part of these balances would be released immediately while another 
part should be released in installments over several years effective 
in 1951, and another portion of these balances would be canceled 
by mutual consent. 

The attempt to fulfill the convertibility provisions of the agree- 
ment proved disappointing. In July and August 1947 ivhen the con- 
vertibility provisions were put into effect, Britain found it necessary 
to draw down §1.3 billion of the loan. I.ate in August of that year 
free convertibility was suspended. The effect of this episode was 
that Britain exhausted its loan in Maich 1948, although it had been 
anticipated that draxvings would have been spicad out for 3 or 4 
years. The virtual depletion of British foreign exchange reserves 
suggests that the size of the loan xvas inadequate and that, perhaps, 
the credit should have been a giant rather than a loan. Furthermore, 
it may well be that conditions ivere too premature to justify the 
resumption of free convertibility. 'While the proceeds of the loan 
undoubtedly facilitated the recovery of Britain’s productivity, it 
became necessary to include that country as one of the principal 
beneficiaries of the European Recovery Program. 

POINT FOUR PROGRAM 

Long before President Truman enunciated what is 
now known as the “Point Four” Program of technical assistance, the 
rudiments of cooperative action among inter-American republics 
started in 1942. In his inaugural address on January 20, 1949, Presi- 
dent Truman recommended the extension of grants by the United 
States for technical assistance in order to make the “benefits of our 
scientific advances and industrial progress available for the improve- 
ment and growth of underdeveloped areas.” Subsequently little was 
done to implement the objectives of this suggestion. It was not un- 
til June 1950 that Gongiess appiopriated $35 million to initiate the 
ivork under this program. The United Nations in its desire to 
cooperate with the Point Four Program established a Technical 
Assistance Board to unify the various activities already mentioned 



632 POSTWAR tNTERNATIONAL MONETARY RECONSTRUCTION 

and to provide a pool of experts to serve on special missions as they 
are required. About one half of the first year's appropriation was 
contributed to the United Nations Technical Assistance Program. 
Since tlien, the activities under the Point Four Program have slowly, 
but gradually, been increasing. It is estimated that about $41 million 
was spent in 1951, As o£ the end of 1951 the United States Govern- 
ment was conducting over 200 projects in more than thirty-five 
countries, under the Point Four Program. 

THE EUROPEAN RECOVERY PROGRAM 

Despite the substantial foreign loans and grants ex- 
tended to Europe, and the material aid rendered by UNRRA for 
immediate relief and rehabilitation, the general economic outlook 
deteriorated in Europe early in 1947. Many obsei^'ers ascribed this 
situation largely to the piecemeal, emergency, and stopgap nature 
of the various programs which up to that time were provided. How- 
ever, other factors existed which created serious economic difficulties. 
First, the heavy drains on Eurojae's foreign exchange reserves and 
gold, and the increasing liquidation of lier foreign investments and 
assets persisted in a vain attempt to meet an equally persistent bal- 
ance of payments deficit." Second, price infiation abroad, by making 
Europe’s imports relatively more expensive, reduced her imports, 
inducing thereby a proportionate reduction in the export of goods 
'which required imported raw materials. Third, an abnormally poor 
harvest in 1947 caused either increased imports of food or a further 
reduction in the already low food rations imposed by the abnor- 
mally low level of available food supplies. 

The various ad hoc arrangements for grants and aids already re- 
ferred to proved later to be either inadequate or unsuitable or, at 
best, lacked the essential coordination to insure the success of the 
program. Imbued witli a deep concern, over the continued political 
and economic instability in Europe, and its implications to the world 

> £conomtc Survey of Europe m IfHS (^Vashlnglon, D. C., 1949), p. 269. The data 
given by Table 74 show that 77 percent of the 1947 balance of payments deficit of 
37.6 billion was liquidated by the transfer of gold and the sale of long-teim and short- 
term assets, while the remaining 28 percent was paid largely out of United States 
grants and gifts. 

Tlie dls^tiilibria in Europe’s early postwar balances of payments were tlie type 
which weie intractable to cither the gold standard type of adjustment, or to that 
provided by exchange-rate adjustment. For at that time there was no international 
gold standard and no international monetary standard. Furthcriiiore, Europe's import 
needs were so crucial Chat it is extremely doubtful whether anything but a prohibitive 
price, resulting from exchange depreciation, would have signliicantly decreased their 
dem.'ind for imports. 
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at large, then Secretary of State Marshall announced that hence- 
forth unilateral aid by the government of the United States should 
give ^vay to a new jirogi'am characterized by greater coordination of 
efforts on the part of European countries, as a whole, and on the 
part of the United States. Marshall’s suggestion was immediately 
translated into action when tlie representatives of sixteen countries 
met in Paiis to consider a comprehensive plan for concerted Euro- 
pean recovery.^ A Committee of European Economic Cooperation 
(CEEC) ^vas organized and formulated a report depicting the ag- 
gregate material needs of the sixteen CEEC countries (including 
Western Germany) for the 4-year period. 1948-1951. After conferring 
with the United States State Department regarding the over-all 
report, it ^vas concluded that the European Recovery Progiam ^vould 
require for the period 1948-1951 foreign aid of some .'$22 billion, 
most of which was expected to be financed by material and financial 
aid from the United States Government.® The commodities intended 
to be purchased by the participating countries induded mainly coal, 
food, fertilizer, petroleum products, iron and steel products, tim- 
ber, and agricultural machinery. Convinced of the futility of piece- 
meal and emergency foreign aid, Congress appiopriated 34 billion 
to finance the first year’s operation ot the Economic Cooperation 
Administration which was established in 1948 to administer the 
Eurojaean Recovery Program. 

Organization The actual operation of the ERP involves the an- 
nual preparation of a joint economic program by the Organization 
for European Economic Cooperation, which replaced the CEEC in 
April 1948. This program is jarepared out of individual country 
estimates submitted to the OEEC. Then the joint program is re- 
viewed by the Office of the Special Representative of the Economic 
Cooperation Administration in Paris from which office the program 
is fonvarded to the EGA for final review. The European nations 
which were qualified to receive assistance were required to enter 
into specific agreements with ECA ivhereby they agreed to under- 
take measures to stabilize their currencies, increase production, and 
cooperate with other participating countries in tlie interchange of 
goods. 

Operations The ECA has discretionary power to allocate aid 
between loans and grants. Most of its aid has been supplied in the 

* The 16 countries were* Austria, Belgium, Oenmark, France, Greece, Iceland, Italy, 
LuxcmtK)urg, the Netherlands, Norwaj, Portugal, Sweden, Switzerland, the United 
Kingdom, Turkey and the Western Zone of Germany. 

® Committee of European Economic Cooperation, VoL 1. General Report, Vol. 2, 
Technical Reports (reprinted as Dept, of State Publication 28S0, European Scries 28, 
Washington, 1047), Vol. 1, p. B9. 
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form of grants. The prevailing practice was a recognition of die 
fact that the nations receiving aid would be better able to bec'ome 
self- financing if a network of debts requiring repayment in the 
future was avoided. 

Counterpart Funds Recovery in the ERP countries was to be 
promoted not only by the free dollar aid received from the United 
States but also by the internal use of the domestic currency ‘Vouii- 
terpart” of such aid. When EGA shijw goods to a country on a grant 
basis the country sells these goods internally in terms of its own 
currency. The EGA agreement requires that the country deposit such 
funds in a restricted account witli its central bank. This money can 
be ivitbdrawn only ivith EGA’s consent; the latter would approve 
any use of these funds designed to promote recovery and economic 
stability within that country. 

Intra-European Payments Agreement One of the objectives of 
the European Recovery Program rvas the establishment of multi- 
lateral trade among ERP countries. To further this aim the EGA 
made a portion of its dollar grants to a nation conditional upon its 
granting drawing rights to other European countries which showed 
a deficit in trade with the particular country. However, the drawing 
rights extended to other countries could only be used by the particu- 
lar country receiving this riglu. In July 1950 the Intra- European 
Payment Scheme peimitted a nation to transfer up to 25 percent 
of its drawing rights to any other ERP countries. This scheme repre- 
sents a considerable improvement over the former bilateral pay- 
ments scheme, for under it unused credits or drawing rights could 
be transferred to any ERP country to settle debts or to make pur- 
chases. This flexible balancing of international payments is a defi- 
nite advance over the rigid limitations imposed by bilateral balanc- 
ing betiveen a pair of countries. 

By the end of 1950 the character of EGA aid was changing from 
assistance designed to promote recovery to aid designed to provide 
military assistance ivliile laying the groundwork for further im- 
piovements in living standards. By law, the European Recovery 
Program ended on June 30, 1952; it expired administratively on 
December 31, 1961, when the EGA was dissolved. It was supplanted 
by the Mutual Security Program administered by the Mutual Secu- 
rity Agency. While loans and grants are extended by tins Agency to 
improve the living standards of foreign nations, its principal objec- 
tives are (1) to help build defenses against aggi^essois and (2) to help 
the European countries become self-supporting in their military 
defense efforts. 
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■ INTERNATIONAL MONETARY COOPERATION 

BANK FOR INTERNATIONAL SETTLEMENTS 

In 1929 the Young Plan had not only revised repara- 
tions due by Germany to the victors of World War I but had also 
provided for a Bank for International Settlements. The Bank was 
designed botli to receive and distribute annuities received from 
Germany and to further cooperation by central banks. Located in 
Basle, it was owned by central banking institutions of leading 
nations, 

THE INTERNATIONAL MONETARY FUND 

It should be pointed out that the International Mone- 
tary Fund (hereafter described as the Fund) and the International 
Bank for Reconstruction and Development (liereafter called the 
Bank) though independent organizations are coopciative ventures 
whose objectives are interdependent. These organizations were es- 
tablished with the explicit objective of solving the monetary prob- 
lems of posttvar reconstruction. In effect, the Bretton Woods nvins 
correspond to the dual nature of postwar monetary problems: (1) 
a means of securing short-teim capital to finance temporal y cUs- 
equilibria in the balance of payments of member countries and (2) 
a means of providing long-term capital to meet the needs of war- 
ravaged countries for reconstruction and the economic development 
of underdeveloped countries. Problems involving the treatment of 
trade restrictions as import quotas, tariffs, custom duties, etc., though 
correlative to international monetary problems come within the 
purview of another international organization, the International 
Trade Organization. 

Organization and Structure The main office of the Fund is 
located in. Washington, D, C. Though set up as an autonomous 
organization, it is affiliated with the United Nations. The member- 
ship constituted the forty-four signatory national governments whose 
representatives attended the Bretton Woods Conference. Each coun- 
ti 7 appoints one member and one alternate to the Board of Gov- 
ernors; from these, twelve members are chosen as executive di- 
rectors. Five of these directors are “appointed” by the five largest 
subscribers (each being entitled to one director), the other seven 
being "elected” by tlie rest of the subscribers. The Board of Gov- 
ernors, whidi meets only once a year, retains the more important 
powers (admission of new members, quota revision, requiring a mem- 
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ber to withdraw), and delegates its residual authority to the execu- 
tive directors. 

Each member is entitled to 250 votes, plus an additional vote for 
each $100,000 of its original subscription quota. The United States, 
therefore gets 250 votes plus 27,500 more (since its quota is $2.75 
billion) or 27,750. Voting power is reduced (or incieased) by bor- 
rorving (or by lending) at the rate of one vote for each $400,000 
borrowed (or loaned). 

Tlie original capital of the Fund was set at $8.8 billion, which is 
derived from “quotas" agreed to be subscribed by each member. 
The assets of the Fund may be increased by net earnings from its 
operations. The established quotas were based upon several factors, 
the most important of tvhich are the country's resources and the 
size and the movement of its foreign exchange transactions. Accord- 
ingly, that of the United States was the largest one, $2.75 billion. 
Quotas were required to be paid to the Fund in the following man- 
ner: (1) in gold in an amount equal to 26 percent of the quota, or 
10 percent of the net oflicial holdings of gold and United States 
dollars, whichever is smaller, and (2) the balance payable in the coun- 
try’s own currency or tvith gold. Quotas may be increased (or de- 
creased) only upon the approval of four fifths of the Board of Gov- 
ernors and the consent of the member whose quota is to be adjusted. 
Through such adjustments members can increase both their voting 
potver and tlieir credit i a ting with the Fund. The quotas of forty- 
eight member nations on September 30, 1949, amounted to $8,046,- 
500,000, as is shown in Table 59. 

To prevent the depletion of the gold value of the Fund’s assets, 
Article IV, Section 8 (b) of the agreement, provides that: “When- 
ever (i) the par value of a member’s currency is reduced, or (ii) 
the foreign exchange value of a member’s currency has, in the opin- 
ion of the Fund, depreciated to a significant extent within that 
member’s territories, the member shall pay to the Fund within a 
reasonable time an amount of its own currency equal to the reduc- 
tion in tlie gold value of a member’s currency held by the Fund," 
Section 8 (C) states: “Whenever the par value of a member's cur- 
rency is increased, the Fund shall return to such member tvitliin a 
reasonable time an amount in its currency equal to the increase in 
tlie gold value of its curiency held by the Fund," 

Objectives Broadly conceived, the Fund aims to contribute to the 
early stabilization of international exchange relations and to en- 
courage the development and maintenance of conditions which will 
conduce to the removal, and discourage the resumption of exchange 
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TABLE 59 

QUOTAS AND SUBSCRIPTIONS IN THE FUND AND BANK, 
SEPTEMBER 30, 1949 


(In millions oE dollai's) 



Quota in 
the Fund 

Subscription 
in the Bank 

United States 

$2,750.0 

$3,175.0 

United Kingdom 

1,300.0 

1,800.0 

China 

550.0 

600.0 

France 

525.0 

525.0 

India 

400.0 

400.0 

Canada 

300.0 

325.0 

Netherlands 

275.0 

275.0 

Belgium 

225.0 

225.0 

Australia 

200.0 

200.0 

Italy 

180.0 

180.0 

Brazil 

160.0 

105.0 

Czedroslovakia 

125.0 

125.0 

Poland " 

125.0 

125.0 

Thirty-five other members 

941.5 

788.5 

Totals 

$8,046.5 

$8,848.5 


I Source: International Monetary Fund, Annual Reports; International 

I Bank lor Reconstruction and Development, Annual Reports, 

I B Poland wlthdmv March 14, 1950. 

restrictions. Specifically, the Fund hopes to achieve the following 
objectives as provided under Article I of the Bretton Woods Agi’ee- 
I ments: 

I 

I 

I 1. To promote international monetary cooperation through a perma* 

' ' nent institution which provides the machinery for consultation and 

I collaboration on international monetary problems. 

I 2. To facilitate the expansion and balanced growtii of international 

I bade, and to contribute thereby to the promotion and maintenance 

of high levels of employment and real income and to the develop- 
I ment of the productive resources of all members as primary objec- 

< tives of economic policy. 

> 3. To promote exchange stability, to maintain orderly exdiange ar- 

’ rangements among members, and to avoid competitive exchange 

I depreciation. 

, 4. To assist in the establishment of a multilateral system of payments 

{ in respect of current transactions between memben and in the elimi- 
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nation oE foreign cxclrange restrictions which hamper the growth oE 
ivorld trade. 

6. To give confidence to members by making the Fund's resources 
available to them under adequate safeguaids, thus providing tliem 
with opportunity to correct maladjustments in their balance o£ pay- 
ments without rcsoiting to mcasuies destructive o£ national or inter- 
national prosperity. 

6. In accordance wuth the above, to shorten the duration and lessen 
tlie degree of disequilibrium in the international balances of pay- 
ments of members. 

Initial Determination of Par Values When the Fund and tire 
member countiies faced tlie problem of setting the initial exchange 
rates in the latter part of 1946, two courses of action were available.'’ 
First, the Fund could have adopted as the initial rates a pattern of 
exchange rates tvhich through searching analysis was believed to 
achieve a long-run equilibrium in the foreign payments and re- 
ceipts of member countries. The alternative 'was to adopt the exist- 
ing pattern of rates at that time, leaving the needed adjustments to 
a later period when it was believed the exchange-rate situation 
would have approximated a relatively more “normal" condition. 
The latter was in fact adopted by the Fund. Hence, on December 
18, 1946. the Fund and the original menibeis agieed upon the initial 
par values of the respective members’ cmrencies, in terms of gold or 
United States dollars, based upon the exchange rates then prevail- 
ing. The fund commenced operations on March 1, 1947. 

Once the par value of a currency is established, a member may not 
purcliase gold at a price above or below the par value established. 
Furthermore, a member is obligated to maintain its maximum and 
minimum rates for exchange transactions, that is, actual rates must 
not differ fioin parity rates by not more than 1 percent. To illus- 
trate, take the case of Great Britain witli an established par value 
of $2.80. For Great Britain the permissible cxchange-mte fluctuations 
must not exceed an upper rate of $2,828 or fall below a rate of 
$2,772. Should the actual lates move beyond these limits, the Fund 
requires Great Britain to invoke its stabilization fund in order to 
bring the actual rates witliin the tolerable limits. 

The Fund provides for an orderly procedure governing adjust- 
ments of a member countiy’s exchange rates. After consultation 
with the Fund, a member country may witliout the Fund's con- 

B For nn excellent exposition oE tlic l^ind's position with respect to the clioicc of tl)c 
second alternative, sec L. A. Metrler's article, “Exchange Kates and the International 
Monctaiy Fund,'* In Inlernaiionel Monetary Policies^ Postwar Economic Studies, No 7 
(Washington, Board oE Governors, Federal Reserve System, 1947), pp. 30-42. 
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sent, increase or decrease the par value of its currency by not more 
than 10 percent of the initially agreed par value. Any proposed 
change greater than 10 percent must be either approved or rejected 
by the Fund within 72 hours, after the lequest has been made by 
a member. If, without the Fund’s concurrence, a change in par values 
in excess of 10 percent is effected by a member, the Fund is em- 
poweied to withhold access to the Fund’s resources and may also 
force the member counti 7 to withdiaiv its membei'ship from the 
Fund. 

Transactions witli the Fund Since the Fund’s assets consist of 
gold and the currencies of its members, deposited in their respective 
central banks, tlie sale of dollars by the Fund to the Bank of Eng' 
land merely reduces the Fund’s dollar balances at the Federal Re- 
serve Bank of New York while its sterling balances at the Bank of 
England are correspondingly augmented. Thus, except where the 
purchase is made with gold, transactions by the Fund involve simply 
a reduction in the Fund’s holdings of the currency purchased, offset 
by a corresponding increase in its holdings of the buying country’s 
currency. The total assets of the Fund remain the same although a 
change in their composition takes place. 

To conserve the liquidity of the Fund’s resources so as to enable it 
to meet all purchases of currency by any membei for any pur- 
poses consistent with tlie Bretton Woods Agreements, tliere are pro- 
visions foi limits on bonrowing and repayments of loans. First, a 
member may purdiase any desired currency in an amount not ex- 
ceeding 25 percent of its quota during any one year period, provided 
that tlie total purchases must not cause the Fund’s holdings of that 
currency to exceed 200 percent of that quota.’ The Fund is author- 
ized to ivaive these (and other) restrictions for ’’members with a 
record of avoiding large or continued use of the Fund’s resources.” 
Where such restrictions are waived, the Fund may require the 
hypothecation of gold, silver, or other acceptable assets to safeguard 
tlie Fund’s interests. Second, in order to discourage any indiscrimi- 
nate resort to the Fund’s resources as a source of foreign exchange, 
interest, service and handling charges are imposed uniformly on all 
users of these privileges. The rates charged a member buying the 

7 Assume tliat the Fund holds, tor n country with a quota o£ $600 million, $900 
million ot its curicncy. Oidmarlly, this country would be entitled to puiUiasc up to 
$125 million for any l-year period, except that the Fund already holds the amount 
of $900 million oE this country's currency. Hence, the country's maximum possible 
purchases of any foi'clgn currency (lield by the Fund) would be $100 million, since 
die acquisition o£ this amount would increase the Fund's holdings to $1 billion, or 
200 peicent of the country's quota. 
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currency oj another member vary progressively '\vith the amouiti 
borrowed and with the time the loan runs. 

It should be observed that the purchase of a foreign currency 
from the Fund’s lioldings by a member actually amounts to a loan 
to the purchaser by the country whose cun'ency was sold by the 
Fund. As we saw in Chapter 21, in the normal course of international 
Bnancial relations, the supply of foreign exchange available to the 
boirower would be limited by that generated by its total exports of 
goods and services. Any discrepancy between a country’s supply of 
foreign exchange and its demand must be met by either a depletion 
of the country’s domestic or foreign liquid assets or by short-term 
or long-term credits provided from some source. 

Although the Fund commenced its operations on March 1, 1947, 
it was not until May 8, 1047, that it concluded its first currency 
transaction by the sale of $25 million to France in exchange for 
francs. From the date of its opening to April 30, 1951, it consum- 
mated on behalf of its forty-nine members transactions aggregating 
the equivalent of $811.4 in United States ciurency. Of this amount, 
$805.2 million was sold for currency and $0.2 million for gold. 

Scarce Currencies In the event tliat a general demand by several 
members for any particular currency would threaten to exhaust the 
Fund’s holdings of that currency, it may take several remedial steps. 
First, the Fund may issue a report, prepared in collaboration with a 
representative of the country whose currency is approaching scarcity, 
delineating the cause or causes of the scarcity and suggesting collec- 
tive measures. Second, the Fund may borroiv the scarce currency 
fiom the member in question or, with the consent of the member, 
the Fund may borrow the scarce cunency from other sources. Third, 
the Fund may purchase the scarce cuiTency of the member with 
gold. Fourth, if convinced of its inability to supply the currency in 
question, in the face of protracted, general demand by members, tlie 
Fund “shall fonnally declare such currency scarce and shall thence- 
forth apportion its existing and accruing supply of the scarce cur- 
rency with due regard to the relative needs of members, the general 
international economic situation, and any other pertinent considera- 
tion.’’ 

It must be emphasized, however, that the exhaustion of holdings of 
a j>articular cuiTency in the Fund, on account of very substantial 
purchases by one or two countries, does not per se amount to a 
prima-facie “scarcity” of that currency. On the other hand, the evi- 
dence may indicate the existence of a fundamental disequilibrium 
on the part of the country (or countries) whose abnormal purchases 
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of the cun-ency in question threatened to make it scarce. The formal 
declaration by the Fund that a currency is scarce permits member 
countries to impose only such exchange controls ivhich '^vill enable 
them to balance their demand for and their individual supply of 
the currency. All such controls must be removed immediately after 
the scarce currency has been declared by the Fund no longer scarce. 

Fundamental Disequilibrium The preceding discussion of the 
Fund’s operations involves tiansactions needed to offset temporary 
balance of payments disequilibria. When, however, a country’s bal- 
ance of payments deficit persists and gives indication that it is no 
longer temporary, the Fund permits tlie member to make the essen- 
tial adjustments in its exchange rale. Just what constitutes a '’fun- 
damental disequilibrium,” however, remains conjectural, since the 
Fund has chosen not to define the term. 

Exchange Restrictions Reference has already been made to the 
fact that one of the ultimate objectives of the Fund is the eventual 
removal of all exchange restrictions. While removal of exchange 
control constitutes a prerequisite to the establishment of multi- 
lateral trade and interconveitibility of cun'cncies, the Fund is equally 
cognizant of the difficulties which must be overcome before member 
countries will have gained sufficient economic stiength to enable 
them, without restrictions in trade and exchange, to trade Ireely 
and to convert their positive trade balances for the settlement of 
their deficits elsewhere. To facilitate the gradual removal of these 
restiictions, the Fund is required to report on the existing restric- 
tions, at the end of the third year and at the end of the fifth year 
after its operations began. Those members retaining exchange re- 
strictions on current accounts at the end of the fifth year must dis- 
cuss the possibility of eventual removal of such restrictions with the 
Fund. 

THE INTERNATIONAl BANK FOR RECONSTRUCTJON 

AND DEVELOPMENT 

Structure and Organization The Fund was designed 
to enable nations to ride out temporary disequilibria in their bal- 
ance of payments, by borrowing the foreign exchange they required. 
The Bank, which was also established under the Bretton Woods 
Agreements, was designed to minimize balance of payments disequi- 
libria by providing nations with a source of long-term capital. The 
management and organization of the Bank are substantially the same 
as those of the Fund, except that the Bank has a president, rather 
than a managing director, as its chief executive. Its membership 
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consisted o£ the same forty-four nations which also initially founded 
the Fund. 

Objectives The Bank was designed to complement the Fund’s 
objectives, which center around the stabilization of exchange rela- 
tions tlirough the provision of short-term funds, by the provision at 
reasonable rates of long-term credit for the reconsti notion ol war- 
devastated areas and for the economic development of member 
countries and of underdeveloped economies. 

The Bank is not intended to replace the oidinary private channels 
of international investment, which have traditionally provided the 
how of international long-term capital. Rather, it is designed to 
supplement their operations and thus lend long-term capital only 
^vhen eligible borrowers have neither access to other sources of 
capital, nor can secure the desired loan on reasonable terms rvithout 
the Bank’s Intercession. The Bank may participate in extending 
loans, and it may extend guaiaiities on specific loans made by other 
private international lenders, if in the opinion of the Bank’s ofH- 
cials, the proposed investment projects arc considered safe, and 
may be expected to increase the world’s productive res(3urces. The 
specific purposes of tlie Bank are; 

1. To assist in the reconstruction and development of teriitories of 
members by facilitating the investment of capital for productive 
purposes, including the restoration of economies destroyed or dis- 
rupted by war, the leconvevsion of protluctive facilities to peace- 
time needs and die encouragement of the development of productive 
facilities and resources in less developed countries. 

2. To promote private foreign investment by means of guarantees or 
participations in loans and other investments made by private in- 
vestors; and when piivate capital is not available on reasonable 
terms, to supplement private investment by providing, on suitable 
conditions, rmancing for productive purposes out of its own capital 
or funds raised by it. 

S. To promote the long-range balanced growth of international trade 
and the maintenance of equilibrium in balances of payments by 
encouraging international investment for die development of the 
productive resources of members, thereby assisting in raising pro- 
ductivity, the standard of living, and conditions of labor in their 
territories. 

4. To arrange the loans made or guaranteed by it in relation to inter- 
national loans through other channels so that the more tiselul and 
lugent projects, large and small alike, will be dealt with fii^t, 

5. To conduct its operations with due legaid to the effect of interna- 
tional investment on business conditions in the teiritorics of mem- 
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bers and, in the immediate postwar years, to assist in bringing about 
a smooth transition fiom a wartime to a peacetime economy. 

Capitalization The agreement provides for an authorized capital 
stock of §10 billion divided into 100,000 shares of a par value of 
$100,000 a share. As of September 30, 1949, members had subscribed 
to 83,485 shares (see Table 59). The original capital may be in- 
creased if three fourths of the total voting power approves. The 
stock subscribed ^vas made payable at par, and subsequent stock 
issues will also be sold at par, unless otherwise provided by a major- 
ity vote of the officials of the Bank. Tivo percent of each original 
member’s subscription ivas payable in gold or in United States dol- 
lars within 2 months fi*om the Bank’s initial opening date; another 
8 percent of said subscrijstion was callable, and made payable in 
the currency of the subscriber. Another 10 percent also payable in 
the subscriber’s currency is subject to call when the Bank’s loan 
operations demand it. Thus, 20 percent of the subscribed capital 
constitutes the Bank’s “loanable fund,” while the remaining 80 
percent is callable only to meet the Bank's maturing obligations to 
its creditoi's or its obligations arising out of its loan guarantees. 

To maintain the original dollar value of shares held by each mem- 
ber, the Bank requires offsetting payments by each merabei ivhen- 
ever the par value of its currency falls; conveisely, the Bank makes 
payments to the member if the par value of the member’s currency 
appreciates. 

Accretions to the “loanable fund” can readily be made by the 
Bank through the sale of its o^vn obligations in the money market 
of a member, subject to that member’s prior consent. Thus, on July 
17, 1947, the Bank announced the sale in the United States through 
1,600 dealers of $100 million of 10-year 2H-percent bonds, due July 
16, 1957, and $150 million of 25-year 3-percent bonds, due July 15, 
1972. This original flotation was follo^ved by subsequent issues in 
the United States and abroad. In addition, the Bank has sold some 
of the securities it received from borro^vers to private investors— 
with and without its unconditional guarantee of the issue. 

Loans and Guarantees Eligible borro^vers consist of member 
countries, their political subdivisions, and corporate enterprises 
domiciled and operating within their territories. The Bank’s loan 
activities are; (1) to make direct loans out of its own loanable funds 
plus its borrowed funds, (2) to participate ^vith other lenders in 
granting loans, and (3) to guarantee private loans. 

The Bank’s participations and guarantees are extended only when- 
ever eligible borrowers cannot obtain funds on reasonable terms 
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without tlie Bank*s intercession. When boiTowers are nonmembers, 
the Bank's participation in the loan or its guarantee o£ a loan ex 
tended by private channels, must be secured against loss of princi- 
pal, interest, and commission. The eligible guarantors may consist 
of the government of the member country, its central bank, or some 
institution within the member's territoi 7 , acceptable to the Bank. 

The Bank’s aggregate outstanding loans and participations are 
limited to its patd-in capital, surplus, and reserves, and boiTOwed 
funds. Total outstanding loans, participations, and guarantees are 
limited to the sum of its unimpaired subscribed capital, surplus and 
reserves. The Bank is fully empowered to set interest rates, maturi- 
ties, and amortization provisions on its loans; in addition, it may 
charge a commission of 1 percent to 1^ percent on outstanding 
balances of its loans granted out of borrowed funds and upon out- 
standing balances of guaranteed loans. This commission rate may 
be ina'cased or decreased after 10 years, at its discretion. 

In guaranteeing loans provided by piivate investois, the Bank 
must seaire die appi'oval of the member in whose money market 
the loan was made; in addition, it must secure the approval of the 
member in whose currency the loan was made available to the bor- 
rower. The significance of this point can be explained in the fol- 
lowing illustration. Assume that India obtains a loan guaranteed by 
die Bank from private Canadian investors for the construction of a 
steel plant. India may wish to import heavy machinery from the 
United States and coal from Britain. In this case, payments to the 
United States and Britain would be made against credits established 
by the Bank in India, in dollars and in sterling, respectively. 

Transactions On May 9, 1947, the Bank made its first Important 
loan of $250 million to the Credit National, a quasi-public agency of 
the Frendi government, for the reconstruction and economic devel- 
opment of France. Loans were subsequently ifiade to tlie Nether- 
lands on August 7, 1947, in the amount of $195 million for recon- 
struction; to Denmark on August 22, 1947, in the amount of $40 
million; and to Luxembourg on August 28, 1947, for $12 million. 
On Mardi 28, 1948, before the end of the Bank’s first fiscal year, a 
loan consisting of $13,6 million 20-year 4^-percent bonds and $2.5 
million 6^4*year S%-percent bonds was made to Chile for the devel- 
ment of potver generation and transmission. Partly due to die ab- 
sence of adequate resources within the countries undergoing re- 
construction, the Bank’s total loans during its first year oC actual 
lending operations amounting to $497 million represented more 
than one half of its lending capacity. The implications of this high 
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ratio of loans-to-lending capacity demonstrated the crucial economic 
and financial problems ivhich presaged the establishment of the 
European Recovei 7 Program. The lapid utilization of the Bank’s 
lending capacity made it clearly apparent that, if the progress of 
reconstruction tvas to remain unimpeded, the total resources of the 
Bank must be immediately supplemented by other sources of hnan- 
cial assistance. 

The grants and loans provided under the ERP resulted in a change 
in the volume and direction of most of the Bank's subsequent loans, 
aivay from Europe to Latin America and Asia. The wisdom of this 
redirection in the Bank's loans is evident from even a cursory anal- 
ysis of the nature of the financial aid received by the ERP countries. 
To begin ivith their individual and aggregate financial needs would 
have exceeded the lending capacity of the Bank. Again their needs 
for relief and rehabilitation reflected an emeigency condition rather 
than one of a long-range cliaracter, and could be more appropriately 
met by the ERP than by tlie Bank. After the expiration of the ERP 
and its successor(8), the Western European countries ivill, doubt- 
lessly, become increasingly dependent upon the Bank's facilities to 
finance their long-term investment projects. 

Aftei' 1948 the major portion of tlie Bank's loans was devoted to 
financing economic development of underdeveloped countries in 
Latin America and Asia. In an effort to determine the prospects 
and practicability of projects proposed in loan applications submitted 
by member countries, the Bank sent comprehensive survey missions 
to make recommendations in connection with the applicants’ eco- 
nomic development. Such missions were dispatclied to Egypt, India, 
Iran, Iraq, at least eleven Latin American countries, Lebanon, and 
the Philippine Republic. Based on the survey of the over-all eco- 
nomic conditions of the member countries which requested aid, 
these missions have made useful suggestions conducive to the de- 
velopment of more effective monetary and fiscal policies in these 
underdeveloped countries. 

Since its establishment, the Bank by the end of 1952 had extended 
forty-eight loans amounting to the equivalent of $1,114 million, in- 
cluding $17 million in cancellations by borrowers. In the fiscal year 
ended June 30, 1948, the total loans outstanding (of $497 million) 
made to four countries in Europe and one in Latin America, repre- 
sented 45 percent of the Bank's total loan commitments since its 
existence; in 1949 it made total loans to five countries of approxi- 
mately $142 million or 12 percent; in 1950 loans to ten countries 
equivalent to $178 million or 16 percent; and in 1951, it made 
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twpty-ohcdobns^^to ^-eleven Jf approximately, $297. 1 mil- 

27 pCTceqt!- ’ / 

Altlibugh most o£ the Bank’s loans in earlier years were largely 
'confined to loans in United States dollars, the expansion of pro- 
duction and income in many Western European countries points to 
the possibility that ultimately these countries may generate suihcient 
savings to finance part of the long-term capital requirements tor the 
economic development of underdeveloped countries. However, the 
trend of increasing armament expenditures in Western Europe has 
certainly deferred this day. The possibility that the Bank's loan 
operations in nondollar cun'encies will become more important 
in the future will depend upon how fast European countries will 
be able to release their 18-percent funds ^ and will depend upon tlie 
Bank's boi rowing operations in nondollar currencies. Operations 
in 1951 provided besides dollar exchange, Canadian dollars, and 
other European currencies. Convertibility of part of the European 
18-percent funds, made possible through the fi’amework of the 
European Payments Union, has enabled the Bank to make loans in 
nondollar currencies and to finance intra-European purchases by 
member countries. The first loan to be paid entirely in cuiTencies 
other tliau United States dollars was made to Iceland on June 20, 
1951. It tvill be paid in sterling, French francs, Danish kroner, and 
Norwegian kroner. To make it possible, the countries whose cur- 
rencies are involved have agieed to release part of their 18-percent 
subscriptions to the Bank's capital. 

An analysis of tlie aggregate loans made to the end of the fiscal 
year 1051, classified by purpose, is sliown in Table fiO. We.stern Euro- 
pean countries received 45 percent of the total loans made. The 
remaining 55 percent has been granted for the economic develop- 
ment of underdeveloped countries. 

These economic development loans were allocated to the various 
projects in the following order; 45 percent ^vere devoted to jiotver 
generation and transmission; 20 percent tvere for the reliabilitation 
and construction of railroads, shipping facilities and equipment, 
roads, and ports; 15 percent were granted for the increasing mechani- 
zation of agriculture, for irrigation, flood control, and Limber pro- 
duction; 11 percent were loaned for industrial development includ- 
ing mining; the remaining loans were granted for expanding com- 
munication facilities and miscellaneous purposes. 

Unlike a commercial bank, the Bank’s lending capacity is de- 

8 Sixth Annual Report oE ihc Intel notional Bunk for Uccon,ttruction and Develop- 
ineni. pp. 17-40, 

a Repicscntlng the suUscrlptions to Bonk capital whldi are payable In local currency. 
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TABLE 60 

INTERNATIONAL BANK LOANS CLASSIFIED BY PURPOSE AS OF 

JUNE 30, 1951 
(In millions of dollars) 


Loans for postwar leconstruction .'S 497 

Otlier loans 600 


Electric Power 

$271 

Transportation 

119 

Communication 

30 

Agiiculture and Forestry 

92 

Indiistiy 

67 

Development Banks 

21 

Total 

$1,097 


Source: Sixth Annual Report, op. cit., p. 14. 

pendent not only on the amount of its available loanable funds but 
also on the composition of this fund, as between dollais (U. S.) for . 

which there is the greatest demand by borroweis and the other cur- , 

rencies. As of June 30, 1951, less than 5 percent of the total loanable 
funds were available foi nevf loan commitments by the Bank. How- 
ever, it sliould be noted that the United States is the only member I 

country which has fully paid its 18-percent fund to the Bank. As ' 

of the end of June 1951, only two fifths of the aggregate 18-percent 
portion of the subscriptions has been paid, leaving a callable bal- i 

ance equal to $903,250,000. Too much importance cannot be at- i 

lached to this amount as the basis for further loan commitments, \ 

so long as the greater part of die (demand for) loans is desired in | 

United States dollars. 

It does not appear that for the immediate future the Bank will i 

be able to obtain nondollar funds in an amount large enough to ; 

add greatly to its lending capacity. Improvements in world economic : 

conditions in the future may enable the Bank to render a more j 

important role in furthering international investment than it has : 

been able to achieve to date. 

i 

QUESTIONS AND PROBLEMS \ 

1. a. Contrast the operations of the pre-1914 gold standard with tliat in > 

effect in the interwar period. | 

b. How do you account for the downfall of the gold standard? 

c. How does the International Monetary Fund, in your opinion, | 
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9. a. At the time of the Bretton Woods discussion critics proposed a 
“key curiency” approach to the problem of stabilisation, maintain- 
ing tliat all that was needed ^\ras to stabilise exchange rates 
between die principal currencies. Give reasons for and against the 
proposal, 

b. Some have proposed that the Bank and the Fund be consolidated. 
Do you agree? Give reasons for and against the proposal. 

10. a. To what extent do you regard the International Monetary Fund 
as essentially a central bank for Treasuries and central banks? 
b. Would your answer differ if the participants had adopted Keynes’ 
proposal that die Fund keep its accounts and conduct its opera- 
tions in a new international unit, the bancor, instead of in the 
national currencies at their several gold values? 
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CHAPTER 24 


Monetary and 
Fiscal Policy 


T 

1 1 IE chief purpose of theoretical analysis such as 
was outlined in Part IV (Chapters 16-20) is to provide a frameivork 
which can be applied in matieis pertaining to public policy. There 
is virtual agreement among economists that the goal of public policy 
is economic stability. However, the concept of stability has undeiv 
gone change over time. 


■ ECONOMIC STABILITY 

GOALS 

There is a strong tradition in economics in favor of 
defining stability in terms of the beliavior of the general price level. 
The severity of the depression following 1929 served to focus atten- 
tion on the need to avoid unemployment. Therefore, it is under- 
standable that prior to World War II the problem of economic 
stability was conceived mainly in terms of maintaining high levels 
of employment. The employment point of view is typified by the 
Employment Act of 1946 in which Congress set up the ultimate 
objective of economic stability in the following terms: 

... It is the continuing policy and responsibility of the Federal Govern- 
ment to use all practicable means consistent with its needs and obliga- 
tions and other essential considerations of national policy, with the 
assistance and cooperation of industry, agriculture, labor, and State and 

6S3 
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local governments, to cooi'dinate and utilize all its plans, functions, and 
resources for the purpose of creating and maintaining, in a manner 
calculated to foster and promote free competitive enterprise and tlie 
general welfare, conditions under which there will be alTordcd useful 
employment opportunities, including self-employment, for those able, 
willing, and seeking to woik, and to promote maximum employment, 
production, and purchasing power. 

Since the end of World War II the most pressing problem facing 
the nations of the world has been the threat of continuing in Ration. 
As a consequence of this tlireat to economic stability, the goal of 
economic stabilization has been recast to include achievement of 
both full employment and price stability.^ 

Neither objective of economic stability is easy to define. For our 
purposes we shall utilize the definition of full employment of the 
American Economic Association Committee on Economic Stability 
which reads as follows: **FiiU employment means that qualified peo- 
ple who seek jobs at prevailing ivage rates can find tliein in pro- 
ductive activities without considerable delay. It means full-time jobs 
for j^cople who want to work Cull time. ... It does not mean that 
unemployment is ever zero.” * 

The goal of price stability is somewhat easier to define. On this 
subject the Ameiican Economic Association Committee said: “Price- 
level stability means the absence of any marked trend or shaip short- 
term movements in the general level of prices.” ® Thus, both short- 
term and secular movements in tlie price level either upward or 
downtvard are to be avoided. Individual prices, however, must be 
free to move in response to underlying economic conditions as these 
individual price movements are the very essence of the operations 
of the market price mechanism as an allocator of resources among 
competing ends. 

The real risk entailed in setting up these twin goals' of economic 
stability is that these objectives may dash, The elements of rigidity 
in our economic system could conceivably make tlie attainment of 
full employment dependent upon secular inflation in the economy. 
What should be done in the event these goals conflict is still being 
debated.^ 

In addition to full employment and price stability, maintenance 

1 See Pauuan Report, p. 40; niso Cominitiec oE ilie Amcrienn Economic Association, 
“The Problem of Economic Instability,” American Beonomte Review, September, 1950. 

s Committee of the American Economic Association, op. eit., p, 506, 

»/6W. 

^Sce L. W. Mints, Monetary Policy for a CompelUlve Society (New York, 1960), 
especially Chaps. 1, SI, and 6 and E. S. Shaw, iVToiiey, Income and Monetary Poltcy 
(Chicago, 1960), pp. 898-406. 
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of economic stability requires consideration of other goals. The 
paramount concein in our type of society is the maintenance of the 
essential liberties that we associate with the word democracy. The 
essence of freedom is the exercise of free clioice by individuals. In 
the economic sphere this means a large measure of freedom in the 
disposition of one’s income, in the choice of one's occupation, and 
in the manner in whicii one invests or uses his property. 

Dining the depressed 1930’s the problem of achieving and main- 
taining full employment appeared to many students to present a 
serious difficulty. These students believed tliat because of secular 
changes a tendency existed for equilibrium to be reached in the 
economy at less than full employment. They contended that the 
American economy had become mature and subject to secular stag- 
nation. Hansen and others pointed Co factors such as a slackening 
rate of population growth and shift of invention from capital using 
(creating new industries) to capital saving (performing the same 
operations more efficiently and hence more cheaply). A liigli level 
of employment could be achieved only through a correspondingly 
high level of investment to provide an outlet foi' the savings that 
accompany a high level of income. These critics believed that the 
necessaiy new investment opportunities for sustaining full employ- 
ment were no longer present in our economy. At most there might 
be occasional temporary spurts. Witli the advent of World War II 
and the dynamic postivar economy, students have shifted their atten- 
tion from the secular to the cyclical phases* 

DineCT AND INDIRECT CONTAOLS 

In the light of maintaining freedom, the prepon- 
derance of professional opinion lies in the direction of utilizing 
monetary and fiscal measures to achieve economic stability under 
normal cii'ciimstances. These measures are indirect and impeisonal 
types of regulation. They can be distinguislied from direct controls 
such as government price controls, wage controls, rationing, and 
allocations. In times of emergency (mainly strengthening a nation's 
defense against a war or the actual conduct of war) it is probably 
correct to say that most economists ivould defend utilization of direct 
controls. At best, the defense of direct controls in emergencies is a 
reluctant willingness to use these measures.” 

B.Si:c Naitonsil JMnniiing Assodtiiioti, Monetary Policy to Combat Inflation, Special 
UciK>it No SI (January 21, 1052), pp. S-4. “We all agree, however, that price and 
wage contiols arc, at best, a necessary evil and that a program to prevent Inflation, 
whatever direct controls It may contain, will succeed only it it includes fiscal and 
monetaiy measures adet^uate to eliminate excess monetary demand.** 
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The advantage of monetary and fiscal measures over direct con- 
trols as a means of seeking economic stability was slated cleaily by 
Mr. J. Cameron Thomson of the Committee for Economic Develop- 
ment in his testimony before the so-called Douglas subcommittee.® 

I want to draw a shaip distinction between fiscal, monetaiy, and debt- 
management policies on the one hand and diiect controls on the ocher 
hand. By direct contiols, I mean such measures as Goveinmcnt piiee 
controls, wage controls, rationing, allocations, and controls over the direc- 
tion of investment. Failure to distinguish between these two kinds of 
measures is responsible lor much confusion in public discussion and 
could lead to serious eiior in public policy. Two kinds of confusion aic 
common One is to reject the attempt to achieve greatet stability by fiscal, 
monetary, and debt-management policies by putting these policies in the 
same class with direct controls over the details of private economic activ- 
ity. The other is to accept and justity all manner of direct controls by 
putting them in the same class with indirect financial measiues for 
stability. 

Fiscal, monetary, and debt policies are appropriate means for attacking 
the pioblem of instability in a free society. The piobleni of instability is 
essentially a pioblem of broad forces affecting the ovei-all magnitudes 
of the economy. The problem arises ivhen millions of workers ai e simul- 
taneously unemployed, or when there is a general, although jnobably 
uneven, rise of most prices. The advantage of fiscal, moneiai y, and debt 
policies is that they allow tlie Govcninient to inllucnce the over-all forces 
—especially the level of aggregate demand— that deterininc the stability 
of the economy without necessaiily involving the Government in detailed 
contiol of the particulars of the economy. Thc.se over-all measures will, 
of coiiise, affect different individuals and businesses diilerently. But the 
diflciences are detei mined by the market piocess, not by Government 
decisions. The Government does not have to make decisions that are with 
rare exceptions bettei left to the market— tlic pi ice of shoes relative to 
the price of automobiles, whether the ABC company or the XYZ com- 
pany should prosper, what kind of a job John Jones or Robert Smidi 
should have. 

Direct controls do involve Govcinmont decisions about the particular 
interrelationships of die parts of the economy. One virtue claimed for 
them by their advocates is diat diey are "selective.*’ But adding together 
a very large niimbei of selective controls is surely a clumsy, expensive, 
inefficient, and politically dangerous way to get the over-all effect needed 
to deal with the stability problem. While die market process is not 
perfect, any general substitution of Government decisions for it would 
result in serious loss of efficiency, progress and stability. 

But more than efficiency, progress, and stability are at slake. Freedom 
is also at stake. Any widespread system of direct controls would neces- 

a Douglas Hearings, op. ciV., p. 10. 
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sarily involve widespread power of Government to affect the economic 
fortunes of particular individuals, businesses, industries, and regions "se- 
lectively”; that is, disci iminatingly. This power would have to be exer- 
cised by the Executive subject to only the most general statutory limita- 
, tions. It would be the powei to reward or punish, to coerce, by admin- 
istrative action. The existence of such a power would ominously threaten 
the survival of our free society, for so long as die free society might 
endure. 

We hear the concepts of "freedom” and "statism” used so much and 
so loosely that we become callous and impatient with them. But. on die 
specific problem of this subcommittee, I am convinced that the impor- 
tance of fiscal, monetary, and debt policy will not be sufBciently appre- 
ciated until we learn to make die distinction between power to coerce 
individuals and power to affect the general behavior of the economy. A 
precise line cannot be drawn between appropriate and inappropriate 
poweis; yet, we must recognize that there is a direction in wliidi we 
should not move except in cases of clearest necessity and even then only 
with utmost caution. 

The remainder of this chapter, and indeed the major portion of 
this book, is concerned with the monetary and fiscal aspects of our 
economy. It is imperative to remember, however, that ivhile fiscal 
and monetary policy are essential ingredients of stabilization policy, 
they do not make unnecessary the pursuit of appropriate economic 
policies in other areas. In other words, there is no assurance that 
economic stability will be achieved through monetary and fiscal 
controls alone. A feiv examples will illustrate this point. 

Labor-management policies have an important bearing on the suc- 
cessful achievement of economic stability. An actual work stoppage 
in an important industry— such as steel, coal mining, or transporta- 
tion-can throw thousands of men out of work. The labor struggle 
cannot be eliminated by a monetary fiscal control program alone. 
The negotiation of a wage contract can have profound lepercussions 
on economic stability. Wage contracts affect not only the distribution 
of income between contracting parties, but also the amount to be 
distributed and ultimately the flow of expenditures through the 
entire economy. If organized groups exert enough pressure to force 
money incomes up more rapidly than increases in productivity, the 
monetary fiscal control authorities may have to choose between 
expanding the stock of money to support higher costs and rising 
prices or refusing to increase the stock of money and permitting 
unemployment to rise. In the face of these alternatives no matter 
how well conceived and executed the monetary and fiscal policies 
may be, stability may not be maintained. 
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The price policies of business firms also have an important bearing 
on economic stability. If these firms maintain prices in the face of 
declining demand, the consequences may be a fall in output and 
employment. Apart from their employment repercussions, rigid or 
inflexible prices may prevent the necessary adjustments in the pat- ' 
terns oC production without which a dynamic economy cannot con- 
tinue to provide rising levels of real income for its })eople, 

■ THE NATION'S ECONOMIC BUDGET 

An important tool of analysis which has been used in 
recent years in connection with stabilization policy is the "Nation's 
Economic Budget." An illustration of such a budget for a recent year 
is shown in Table 61. 

Such a budget is required by the Employment Act of 1946 as a part 
of the President’s annual Economic Report. It should be apparent 
that this "budget" is a rearrangement of the GNP accounts; it is a 
record of ivhat has happened in tlie past and is not a forecast of 
what may happen in the future. The conq>onent8 of the "budget" 
bring out the results of the spending and saving decisions of each 
of the four sectors which purchase national output. 

The Nation’s Economic Budget is a useful tool for analyzing what 
has happened in the past. There can be no question as to balance 
in this budget. As tve saw earlier, these accounts must balance. The 
basic question is whether balance will be achieved with full employ- 
ment or unemployment. This budget is not a policy prescription, 
although it may be helpful in relating past experience as a guide to 
recommendations for policy to be used in the future. 

The Nation’s Economic Budget for 1951 as it appeared in the 
President’s Economic Report to Congress provides some interesting 
insights into the operations of tlie economy in that year. Personal 
savings almost doubled between the first and second half of the year. 
Therefore, higher levels of investment were called for during the 
second half of the year. But the behavior of tlie business sector of 
tlie economy was exactly the reverse. Business wliicli invested at an 
annual rate of $35 billion more dian it saved in the lirst half of the 
year invested at an annual rate of roughly $22 billion more than it 
saved in the second half of the year, 

This, however, does not tell tlie complete story. If we consider 
the consumer, business, and international sectors of the economy 
together, we can see that there was a net inflationary gap in the 
private sector of the economy during the first half year. During that 
period total private investment (at an annual rate of $S5.2 billion 
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minus $1.7 billion) over and above gross business savings exceeded 
personal savings by about $20 billion at annual rates. The govern- 
ment account served to reduce the inflationary pressure in that 
period. In the latter half of 1951 there was neither an inflationary nor 
• deflationary gap in the private sector of the economy. Government 
deficits (excess of payments over receipts) served to supply an infla- 
tionary impulse in the economy. 

■ FISCAL POLICY 

The level of employment and income varies with 
changes in the level of aggregate demand. We have seen that aggre- 
gate demand consists of consumption expenditures; private, domes- 
tic, and foreign investment; and government expenditures. Con- 
sumption is the largest segment of total spending and also the most 
stable component; private investment is the most volatile element 
of total spending; government expenditures represent the sums 
which tan be most readily manipulated through government action. 

If there is unemployment because of too little spending in the 
economy, appropiiate policy would be to increase total spending; 
if there is too much spending with a resultant inflation, measures 
to reduce total spending sliould be undertaken. Since maintenance 
of a liigh level of employment and income and a relatively stable 
level of prices is not the specific concern of any private agency, it 
must be the responsibility of the government. 

In broad terms, the federal government is responsible for keeping 
the economy as a Avhole on the sea of full employment and stable 
prices and off the rocks of inflation on the one hand and deflation 
on the other. Inflation with its injustices and disorganizing effects 
upon the economy and deflation with its accompanying curse of 
unemployment, poverty, and waste both represent dangers against 
ivhich an enterprise economy provides no direct safeguards. Since 
individualistic elements within the economy cannot be expected to 
turn the tides of general inflationary or deflationary forces once these 
begin, the responsibility of protecting the economy against these 
forces has been lodged in the hands of the federal government and 
its chief admin istmtive agencies in the economic sphere— the Federal 
Reserve System and the Treasury. 

Inflation, as we have analyzed it, occurs when, during a period 
of full or near full employment of resources, aggregate demand 
becomes greater than aggregate supply. Deflation on the other hand 
is an outcome of die opposite situation, i.e., when aggregate demand 



(O 


n 

u 

hH 

I 

z 

o 

ui 

“z 

0 

1 


3 

l-H i-l 


a> 




TJ 

ra 

=3 

g 


I 

3 

'a 


pO 

c 


0 19 ^ I ^ 

y 2 A d 

^■ 8 S + °K 



i 



k 


'8 



• • 

. . VO 

• « VQ 

• • 

• • 

: 

• ! ^ 

• • 1 

• « 

. 

« ■ 

. 00 • 

•00 • 

« • 

« • 

• « 

•JD • 

: 

It : 

>0 VO 

'Vt' ■ . 

cq . . 

0 \ NO 

vd : : 

CO * * 

o ^ 

C'l 

; : 

. : 


* • m 

• • CM 


\ \ 

• , tn 

• • 

■ • ^ 

• • + 

. .cfi 
• • 1 

• • 

■ o • 

• 00 • 


:S : 

. (N ■ 

’w : 

. VO . 

00 -vj- 

fO • • 

VO • • 

c 4 VO 

ON ! 1 

r^* ‘ 

csi 

N 1 ’. 

CM : ; 

« m 


«) 


S 3 

es t|* uS 


<0 r^ 00 



662 


MONETARY AND FISCAL POLICY 


is not high enough to maintain the continuance of that scale of 
production and output. If we are to achieve economic stability, we 
must stabilize the components of aggregate demand; if this cannot 
be done, it then becomes necessary to offset the fluctuations in some 
components by counter movements in the others. In order to combat ' 
Inflationary forces the control authorities have to exert pressuies 
in the opposite direction— namely, those pressures which act to curb 
or to reduce aggregate demand. Per contra, in ordei to combat 
deflationary forces, the control authorities have somehow to induce 
an increase in aggr egate demand. 

The term functional finance ^ is used to describe the fund-raising 
and fund-spending techniques which may be used by the government 
with the specific objectives of regulating the flow of spending for 
current output. Thus, if aggregate spending is inadequate to achieve 
full employment, the government can attempt to increase spending 
indirectly Iry inducing people to spend more. Transfer payments— 
luiemployment benefits, relief payments, benefits to veterans and the 
aged, subsidies to certain groups, etc.— can be increased. In this 
manner the disposable income of the recipients will be increased, 
thereby leading to increased consumption. Spending may be in- 
creased indirectly also if the government reduces lax rales t thereby 
increasing the disposable income of individuals and business firms. 
Finally, the government can increase total spending directly by 
increasing its own purchases of goods and services. 

If the government desires to reduce the level of aggregate spend- 
ing, it can reverse the aforementioned steps. Total spending can be 
reduced directly by the government by curtailing its own purchases 
of goods and services. The government can reduce total spending 
indirectly by reducing transfer payments or ina'easing tax rates. 
Either course of action will reduce disposable income and through 
it spending for consumption by households and spending for capital 
formation by business firms. 

CONS(/MPr/ON 


The amount of consumers' expenditures is the result 
of the level of disposable income and the propensity to consume 
(ratio of consumers' expenditures to disposable income). Since cycli- 
cal changes in consumption are due mainly to changes in the level 
of disposable income, the principal channel for alteiing the amount 

f A. P, Lertier, The Economics of Control (New York, Chap. 24, takes the 
extreme position tliat all government rinanre must be rcgaidctl as tuncllonal, having 
the specific and exclusive objective of stabilizing the economy and ignoring the raising 
of funds to meet governmental needs, which is usually regarded as uppermost. 
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of consumption is to change the level o£ disposable income. Any 
measures which will change the proportion of the given income 
that people spend will also be valuable although, as we shall see 
shortly, there is little that can be done directly by fiscal policy along 
these lines. 

As was pointed out in Chapter 15, there are important automatic 
stabilizers currently built into our fiscal system. Contracyclical trans- 
fer payments and a progressive tax structure tend to increase dis- 
posable income in a depression and reduce disposable income if 
employment and income expands. These results come about with 
no change in tax rates. 

If the government went further and reduced rates in a depression 
and raised them in a boom, disposable income tvould be moderated 
even more over the course of ^e business cycle. There are several 
disadvantages of such a proposal. In tlie first place, it requires time 
to get a revised tax law tlirough Congress. In the second place, the 
timing of the revision of the tax law is likely to be poor so that 
changes in disposable income are apt to come at the wrong time. 
In the third place, constant revision of the tax structure is apt to 
be unsettling to the business community and, therefore, may have 
adverse effects upon the businessman's expectations. 

Thus far we have dealt with stabilizing consumption by maintain- 
ing the community’s disposable income. The government can at- 
tempt to influence consumption by seeking to alter the fraction 
of disposable income people are willing to spend. Within the frame- 
work of a free-enterprise economy there is little that fiscal policy can 
accomplish directly in order to change the proportion of their in- 
comes ^vhich people will attempt to spend out of a given level and 
distribution of income. During periods of national emergency tlm 
control authorities may attempt to call upon the people to volun- 
tarily change their consumistion patterns—but the success of such 
action cannot be depended upon. Or, government may force a lower 
level of consumption through rationing and allocation controls. 
These direct controls are, however, not feasible in a free-enterprise 
economy except during times of defense and war. Indeed there is a 
growing feeling tliat these measures merely postpone the problem 
of excess demand, hence lay the economy open to postwar instability. 
A third possibility is to redistribute incomes from groups with a 
high propensity to consume to groups ivith a low propensity to 
c’onsume (and vice versa in a depression). 

This would bring about a change in consumer demand as a whole, 
but tills type of action entails such a radical departure from the basic 
ideology of the enterprise system that it can be disregarded as an 
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unfeasible solution. It is true that every time a government raises 
money by taxation and expends tins money, it does in a sense bring 
about some redistribution of incomes— but in this case redistrilnition 
is a subsidiary and not tlie primary aim of such taxation. Moreover, 
as was pointed out above. Congressional action on tax rates is apt 
to be slotv. 

PRIVATE INVESTMENT 

In order to change the level of private investment 
the control authorities must bring about either a change in the 
marginal efficiency of capital or a change in the rate of interest. Since 
we are presently concerned with fiscal policy, ^ve shall defer treat- 
ment of the rate of interest to the following section which deals with 
monetary policy. 

Like the propensity to consume, the marginal cfiidency of capital 
at any given time is a social fact about ivhich the government may 
not be able to do veiy much within the frameivork of a free- 
enterprise economy. In a situation of national emergency existing 
in a defense economy or at a time of ufar, direct controls over invest- 
ment through material allocations may be utili/ed. While recourse 
to this action may be defensible in an emergency such a measure 
is not a feasible solution for contracyclical policy in a {rce-enterprise 
society. 

The principal avenue through which fiscal policy can change 
investment demand is through alterations in the tax structure. 
Corporate savings are a principal source of funds to business to 
finance capital formation. By altering tax rates corporate savings 
after taxes may be increased or decreased with favorable or adverse 
effects on the level of capital formation. Various plans have been 
put forward to encourage investment in a depression. Among them 
aie tax advantages offered to firms engaging in capital formation 
in depressions. Another measure suggested is that business incomes 
should be averaged for a period of years; thus losses could be de- 
ducted from profits of later years. This measure should serve to 
stabilize investment to some extent by reducing the tax load over 
a period of years. Finally, if fiscal policy were effective in stabilizing 
economic activity, anticipations ivould be more favorable, thereby 
serving to stabilize investment itself. 

Consequently, changes in taxes by increasing or decreasing the tax 
liability of those sectors whicli are responsible for the bulk of invest- 
ment demand can change the environment in whicli business deci- 
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sions are made and by altering the anticipated return on new ven- 
tures can bring about a change in the level of investment. 

FOREIGN INVESTMENT 

Foreign investment does provide an avenue through 
which aggregate demand for current output can be influenced, but 
the experience of the 1930's demonstrated that the solution provided 
for unemployment by raising the level of foreign investment is at 
best a sliort-run one. Since foreign investment is equal to the excess 
of exports over imports, any factoi's which reduce the latter and 
increase the foimer will have an expansionary effect. Tariffs, quotas, 
and devaluation of currencies are the three important iveapons 
which have been employed in the past. However, since foieign 
nations are also in a position to raise tariffs, impose quotas, and 
devalue their currencies, these devices are futile as long-run solutions 
and serve only to increase inteinational ill will and to upset the 
normal channels of international tradc.^ 

GOVERNMENT PURCHASES Of GOODS AND SERVICES 

If the government wishes to stabilize economic activ- 
ity by stabilizing total demand, should it concentrate on the revenue 
side or on the expenditures side? In a period of inflation should 
the government raise tax rates or reduce expenditures and convei*seIy 
in a depression? In the lO.SO’s attention was devoted to variations in 
goveinment expenditures, particularly on public works as a way of 
stimulating economic activity. In recent years more attention has 
been devoted to variations in tax rates to increase or decrease spend- 
ing. One virtue ol public works programs is that they laise personal 
incomes and consumption and set the multiplier process in opeia- 
tion. In tins respect, it has been argued that increased expenditures 
either through public works or transfer payments have a more stimu- 
lating effect than a deficit of equal size resulting from reduced taxes. 

On tlie other hand, theie are some economists who object to the 
use of public woiks piogiums as stabilization devices. Thus, these 
economists argue that the volume of government expenditures on 
goods and services— exclusive of transfer payments— should be based 
on the community's desire, need, and willingness to pay for public 
services. If expansion or contraction of aggi'egate demand is desired, 
the govcminciu should reduce taxes and permit people to spend 
their funds as they wish. In addition to the alleged advantage that 

8 Chapter 23. ' 
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this procedure is consistent with a fTee-enterpiisc economy, propo- 
nents of the tax-reduction program ai'gue that this method is far 
more flexible and more immediate in its impact upon total spending. 
Public works piogiams take time to initiate, and forward planning 
is not always as easy to achieve as some economists would have us 
believe.® 

It is probably correct to report that the majority oC economists 
would favor the maximum tuili/ation of automatic flexibility in the 
nation's budget. In the event of a serious recession, hoivever, the 
consensus of professional opinion would support both tax relief and 
other incentive systems as tvell as use of public woiks programs to 
restore spending,^® 

Since Congress is free to adjust government receipts and expendi- 
tures so as to produce any desired level of government budget sui> 
plus or deficit, die fiscal policy of the government provides a definite 
avenue of control over the level of aggregate demand. Like monetary 
policy and in contrast with direct avenues of control such as ration- 
ing and allocations, fiscal policy is compatible with the ideology of 
a free-enterprise economy. But, unlike monetary policy, fiscal policy 
exerts a direct pressure on tlie level of aggregate demand, and as an 
expansionary device it does not suffer from the limitations to which 
monetai7 policy may be subject. In other words, an expansionary 
fiscal policy is not likely to be frustrated by the elasticity of the 
liquidity schedule or the inelasticity of the schedule of investment. 

However, it does suffer from a potential disadvantage as an expan- 
sionary force ivliidi does not arise in connection ^vith monetary 
policy. Government deficits mean increases in government debt, for 
deficit expenditures are financed out of funds borroived by the gov- 
ernment. An increase in debt usually implies an increase in the 
future level of tax rates. Moreover, if the deficit results from an 
inciease in government expenditures, use of the fiscal weapon results 
in an incTcase in governmental spheres of business activity, some of 
which may infiinge on the private sector of the economy 

These ttvo factors may act to discourage the level of private in- 
vestment and diereby intensify one of the factors (a low level of 
private investment) which is contributing to the shortage of aggre- 
gate demand. On this point, however, it has been argued that the 

sComiiuttcc (or Economic Development, AIottef<iry fltid Eiscdl Policy for Greater 
hconotmc Siabtlity (Nctv York, 1948); L. W. Mints, Monetary Policy for a Compel Hive 
Sottely (New York, 1050). Chaps. 8, 9; M. Friedman, “A Monetary and Fiscal Fuimcivoik 
foi Economic Stability," Ametican Economic lieview (June 1048). 

la "Federal Expenditure and Revenue Policy (or Economic Stability," rcpiintcd in 
Chapter XI o£ Douglas Hearings, op. cit. 

>1 For example, the building of electric plants. 
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stimulation of aggregate demand brouglit about by the increase in 
government deficits ^vill spark an expansionary movement ivhich 
in turn will stimulate rather than dampen the anticipation of busi- 
nessmen and thereby raise the marginal efficiency of capital. A priori 
’ reasoning alone is not likely to be able to provide an ansiver to this 
particular possible confiict of opinion on the secondary effects of 
an expansionary fiscal policy. Fiscal policy is a new weapon and 
further experience alone will settle the theoretical dispute. 

■ MONETARY POLICY 

Attainment of economic stability requires mainte- 
nance of aggregate spending at levels which will ensure relatively 
full employment at relatively stable prices. Decisions by households 
and business firms to alter their expenditures are responsible for 
expansion or contraction in national income. The decisions about 
expenditures are influenced not only by the flow of incomes but 
also by monetaiy factors including (1) cash holdings, (2) liquid asset 
holdings, and (8) the cost and availability of borro^ved funds. When 
firms and households regard the amount of cash and liquid assets 
they hold as large relative to their total wealth, they will try to 
convert part of tliese holdings into other assets. Thus, they will spend 
a laiger fmetion of their current income, thereby increasing aggre- 
gate demand. Moreover, when it is easy and cheap to borrow, house- 
holds and business firms ^vhich seek* to acquire real assets ^vill find 
it easier to realize such aims, thus bringing about an increase in 
total spending and income. Conversely, when individuals and firms 
hold amounts of casli and liquid assets relative to their total wealth 
that they consider inadequate, they reduce their spending in order 
to build up their holdings of such assets; '(vhen cost of funds in- 
creases and their availability is reduced, borro^ving is reduced. The 
result of both sets of decisions is to reduce total spending— hence, 
national income. Thus, monetary policy by changing tlie stock of 
money— and through it the amount, availability, and cost of bor- 
roived funds— pi-ovides one avenue through which alteradous in the 
level of spending may be affected. 

monetary and fiscal policy 

Monetary policies affect income and expenditures— 
particularly in the private sector of the economy— by influencing the 
stock of money and through it the cost and availability of borrowed 
funds. Fiscal policies affect the level of income and spending through 
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their eifects upon the amount, character, and timing of government 
expenditures and the amount, type, and timing of taxes collected. 
The receipts and expenditures sides ot the budget, in turn, affect 
the expenditures oL households and businesses. Tiie iinancing of a 
budget deficit, the disposition of a budget surplus, and the manage- ' 
ment of the public debt are aspects of liscal policy which aie in- 
extricably bound up with monetary policy. 

Monetary policy and fiscal policy (including debt management) 
are complementary tools available to the government in its attempt 
to maintain economic stability. In a period of inllationary pressure 
excess demand can be reduced by budgetary sui pluses; debt manage- 
ment can be directed at reducing the liquidity of the economy; 
monetaiy action may be utilized to lediice the availability and to 
increase the cost of borrowed funds. These devices can be used in 
varying combinations to reduce the pressure of excess demand. For 
example, the larger the surplus the less is the need for restrictive 
monetary policy, or the moie stringent the monetary policy the 
smaller will be the budgetary surplus that is required. In periods 
of unemployment and deflation aggregate demand may be stimu- 
lated by budget deficits, debt management diicctcd at enhancing 
the community’s liquidity, and an easy-money poUc7. It should be 
readily apparent from the preceding discussion that the larger the 
defleit the less need there is for an easy-money policy, and the more 
expansive is the monetary policy the smaller tlie budgetary defleit 
required to stimulate economic activity, 

■riie importaiKe of coordination of monetary and fiscal measures 
to achieve the goal of economic stability cannot be stressed enough. 
Thus, in an inflationary period it is unfortunate if the restrictive 
effects of a budgetary surplus are thwarted by an expansive monetary 
policy. In large measure these contradictory policies were pursued 
in the United States during most of the postwar period. Conversely, 
it is conceivable that there may be no monetary policy sufficiently 
easy to prevent deflation resulting from a sufficiently large budget 
surplus. 

One of the limitations on the effectiveness of fiscal policy as a 
stabilization tool at tlie present time is its inflexibility. Except to 
the limited extent that it operates automatically in a countercyclical 
direction fiscal policy cannot be adjusted quickly to short-term varia- 
tions in economic conditions. A long period of time is typically 
required to formulate, enact and put into operation changes in tax 
rates. SimilarLy it is a time-consuming piocess to formulate an ex- 
penditures piogram and have it enacted by Coiigi'ess; moreover, 
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additional time is required to start and stop or to slow up or speed 
up an expenditure program. 

An advantage of monetary policy is its flexibility within limits set 
by statute. Monetary policy can be altered sharply and quickly if 
maintenance of stability lequires such action. In this manner, mon- 
etary policy can be used to bridge the time gap required to enact 
changes in fiscal policy. Both appropriate monetaiy and fiscal policy 
can contribute to economic stability. The exact combination o£ 
policies whicli will provide optimal results at any particular time 
will depend upon circumstances prevailing at that time and the 
practical feasibility of action in one or the other of the fields. 

ROLB OF MONSTARY FOUCY 

There have been pronounced shifts in the role as- 
signed to monetary jxilicy as a stabilization tool by economists even 
over as short a period as the past quarter of a century. Tiventy-five 
years ago monetary policy was given first place in proposals to sta- 
bilize economic activity. Belief in the efficacy of monetary policy 
as a stabilization tool stemmed from the effective control by tlie 
central bank over the rate of interest. Thus, increases in the rate 
of interest would discourage investment and choke off inflationary 
forces while dea:eases in tlie rate of interest would stimulate invest- 
ment; hence, aggi'cgate demand would be increased and would 
counter deflationary forces. 

Exjserience in the depression following 1929 shattered the belief 
in the efficacy of central bank interest-rate policy as a prime tool for 
maintaining economic stability. Despite tlie easy-money policies 
pursued by the United States and many Western European coun- 
tries, unemployment persisted and the level of investment remained 
low as compared with the 1920's. Interest-rate policy, however, was 
not considered ineffective in all stages of the business cycle. Despite 
a widespread feeling diat reductions in interest rates would not 
stimulate investment in a depression, many economists did maintain 
that monetary policy was effective in limiting a rise in economic 
activity. Since monetary policy was not considered as effective in 
fighting a depression as it was in combating inflation, it lost out as 
a prims weapon for maintaining economic stability. 

In seeking an explanation of the inadequacy of monetary policy 
to stimulate a recovery from the depression, the dominant viewpoint 
of economists was that the rate of new investment was inelastic ^vith 
respect to the level of interest rates. As we saw in Chapter 20, an 
inelastic investment schedule means that investment does not rise 
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with a fall in interest rates. The inteiest-inelasticity of investment 
was explained on two counts: (1) interest represents a minor element 
of total costs in short-term investments, and (2) in making long-term 
investments uncertainty as to tlie future economic outlook and other 
variables are far more important than the influence of interest as an 
expense. The relative unimportance of the level of intei'est rates 
on businessmen’s investment decisions appeared to be substantiated 
by empirical studies of investment decisions that were carried on 
during the 1930’s. 

The persistence of widespread unemployment after 1933 despite 
the historically unprecedented low level of interest rates was un- 
doubtedly an important factor in the shift of opinions of economists 
to the use of fiscal policy as the leading tool for achieving economic 
stability. The shift aivay from monetary policy was so drastic that 
many economists were prepared to abandon completely monetary 
policy as a tool for controlling economic activity. Fiscal policy 
reigned supremel 

After World War II, the easy-money policies ivhich were pursued 
in connection with management of the public debt and the presence 
of full employment were important factors in the severity of price 
inflation prevalent in many countries. Not many countries relied 
on restrictive monetary policy to control inflation in tlie immediate 
post\\rar years. Central banks did not exercise their poivers of mon- 
etary control and interest rates were generally maintained at low 
levels. There were some exceptions— particularly Belgium, Italy, and, 
to a lesser extent, France. The success of these nations in controlling 
inflation no doubt played a part in the recent moves by other Euro- 
pean countries to make interest rates more flexible and to restrict 
the volume of bank lending. The renewal of inflationary pressures 
in the United States after the Korean crisis led tliis country as well 
as many others to employ restrictive monetary policies in combating 
the price rises. Monetary policy was newly discovered. The redis- 
covery of monetary policy is illustrated in the following quotation 
from the Douglas Report.** 

. . , we believe that the advantages of avoiding inflation arc so great 
and that a restiictive monetary policy can contribute so much to this 
end that the freedom of die FMeral Reserve to restrict credit and raise 
interest rates for general stabilization purposes should be restored. . . . 

The revival of interest in monetary policy has been cliaracterized 
by focusing attention not only on the effect of changes in interest 
rates on the borrowers* demand for funds but also on the influence 

18 Douglas Rqiort, op. ciUt p. 2 . 
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o£ interest-rate changes upon the extent to whicli lenders make funds 
available. The orientation of interest in monetary policy is expressed 
by one author as follows.^" 

In essence, it is not necessarily interest rates as a cost to the borrower, nor 
as an inducement to the saver, but ratlier inteiest rates as a reflection 
of underlying changes in credit availability, that have an important . . . 
impact upon the generation of business cycles. 

While a revival of attention to monetary policy was heightened 
by the postwar inflation, it is undoubtedly still true that the majority 
of professional economic opinion tvould accord first place in stabiliza- 
tion policy to fiscal measures. Monetary policy, hotvever, would be 
assigned an important, albeit not the leading, role. In the remainder 
of diis section we shall review the moclm operandi of monetary policy 
in stabilizing economic activity.^* 

HOW MONETARY POLICY OPERATES 

By altering the reserve position of the banks the 
Federal Reserve authorities bring about an easing or tightening of 
credit conditions. Variations in credit ease or tightness have their 
initial impact upon the amount of spending which can be done with 
borrowed funds. In addition, variations in credit conditions also 
affect spending ^vhere no bon'owing is entailed. The latter effects 
are achieved in a number of ways. (1) Expectations of the business 
community may be altered in a more favorable (credit ease) manner 
or diey may be dampened (credit restriction). (2) A rise in the rate 
of interest resulting from restrictive monetary policy Tvill reduce the 
capitalized value of income-producing property. Consiimeis may 
respond to this rise in inteiest rates by saving more because the 
return on savings is more attractive, or they may save more because 
they are uncertain about future economic conditions and therefore 
plan to build up their liquid assets for emergencies. A fall in die 
capitalized value of income-producing property may reduce the ex- 
penditures of business because investments once considered profit- 
able no longer appear profitable: alternatively, businesses may cur- 
tail current spending in order to add to their liquidity in the face 
of uncertainty as to the economic outlook. Businesses may also curtail 
their current spending programs in order to accumulate enough 

18 Essay hy R. V. Rosa, “Interest Rates and the Central Bank.” in Money, Trade, 
and Economic Growth: In Honor of John H. Wilbams (New York, 1961), p. 276. 

IS The discussion which follows Is based In large part on the reply of tlic Chairman 
of the Board of Governors of the Federal Reserve System to the questionnaire sent 
out by the Patman subcommittee. Sec Patman Hearings, op, cU,, pp. 368>88S. 
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funds to assure themselves of sufficient funds to enable them to fulfill 
their future business plans. 

It should be clear that an easing of credit conditions and the 
attendant fall in interest rates would increase the capitalized value 
of income-producing projrerty. All the above measures wliidi served • 
to reduce current speirding would be reversed. Consumers may be 
encouraged to reduce their saving out of current income and busi- 
ness firms to increase their spending. 

The effect of an easing or tightening of credit conditions on tire 
demand for credit is dependent on the existence of a fringe of bor- 
rowing or potential borrorving. Credit restraint is effective on the 
demand side through its inlluence in deterring boriowers horn using 
borrowed funds for purposes which have marginal profitability or 
by deterring borrowers from using as much credit as might have 
appeared profitable in the absence of changes in credit conditions. 

In a period of rapidly expanding economic activity when total 
demand for credit is great, there is a substantial amount of fringe 
borrowing. In a depression if monetary eiisc is to be effective in 
stimulating bon’owing, there must be a fringe of potential borrow- 
ing which would occur if credit ^vere made easier (cheajjcr and more 
readily available). Undei most conditions such a fringe docs exist 
and pursuit of monetary ease will stimulate borrowing in amounts 
and for purposes that were not regarded as profitable previously. 
Whether the quantity of iwtential fringe borrowing is sufficient to 
stimulate recovery is not known. 

Because the evidence of tl\e availability of fringe boirowing on 
the upswing is more generally accepted by economists tliere apjiears 
to be a more widespread belief in the efficacy of monetary control 
directed against inflation than against deflation. Hence, tlie greater 
weight of economist opinion is that monetary policy is not sym- 
metrical~in other words, monetary policy can help prevent inflation 
but is relatively impotent in reversing a deflation. 

In recent years there is a grmving belief that we have not had 
an adequate test of tlie efficacy of monetary policy in reversing a 
deflation in the United States. If ciedit easing is to stimulate bor- 
roiving in a depression, there must be a fringe of potential borrowing 
that would take place if credit is made cheaj^er and more readily 
available. If in the preceding boom monetary policy has not damp- 
ened the demand for funds, investment will have been permitted 
to proceed so rapidly that many credit uses that would ordinarily 
have been stimulated by an easing of credit may have been satiated 
in tlie boom. Thus, the inadequate monetary controls in tlie boom 
lead to so sharp a decline in economic activity that monetary ease 
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in the depression cannot overcome the adverse expectations of the 
business community. If this reasoning is correct, it would tend to 
support the argument that monetary policy may be effective in 
reversing a depression if appropriate monetary action is also taken 
earlier to dampen the preceding boom. 

Alterations in monetai7 policy will be reflected in variations in 
rates of interest. Changes in monetary policy may be more effective 
not by virtue of the interest-rate change but because of the resulting 
effects upon lending standards. Thus, restrictive monetary \MUcy 
may lead to more rigorous standards used by lenders m judging tlie 
credit worthiness of borraivers and for determining the amount of 
credit lines that will be extended. A restrictive monetary policy will 
lead to some increase in interest rates. Thus, banks faced ivith no 
excess reserves will be reluctant to sell their government securities 
at prices that yield capital losses. Moreover, declining bond prices 
will add to the uncertainties facing the banks and may cause them 
to reduce their loans in order to build up their liquidity in the face 
of this uncertainty as to future prices of government securities. Credit 
tightening implies theie are less funds available for lending; more- 
over, the climate of opinion generated by credit tightness adds to 
pessimistic expectations of bankers. In the face of both developments 
bankers will tend to be moie careful in screening loan applications 
and will ordinarily lend less than would be the case in the absence 
of credit tightness. 

Institutions operating in the long-term credit market, such as life 
insurance companies and mutual savings banks, are affected in much 
the same tvay as commercial banks by restrictive monetary policy 
and its concomitant rise in interest rates. A rise in interest rates 
causes bond prices to fall, and these suppliers of loanable funds will 
not be willing to sell their bond portfolios at capita! losses in order 
to linance businesses. Moreover, their estimate of the future outlook 
may become more pessimistic, thus encouraging these long-term 
credit lenders to build up their liquidity. The previous discussion 
has related to the effects of lestrictive monetary policy. An expansive 
monetary policy ^vould have approximately the reverse effects. 

Restrictive monetary policy serves to restrain borrowing by viitue 
of the difficulty of obtaining loans, the higher interest costs of loans 
where available and in pai-t by creating adverse expectations and 
uncertainty in the minds of business which leads them to restrict 
their borrowing progi'ams. In certain fields of long-term investment, 
such as housing and public utilities, interest costs are paiticuiarly 
significant and a relatively small rise in interest rates may have a 
significant effect in decreasing or postponing the demand for funds 
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to finance investment plans. Even in other fields where the rate of 
interest is a small element of total costs, fringe borrowing may be 
cut off by a rise in interest rates, while other borrowers may simply 
reduce the size of their planned investment in inventory and plant 
and equipment. 

Apart fiom the influence of a rise in interest rates as a current 
cost, restrictive monetary policy may exercise an important innueiice 
upon investment decisions by the effect which an increase in the 
rate of interest has in reducing tlie money value of existing income- 
producing assets. Assuming actual or anticipated earnings remain 
the same, a rise in interest rates reduces the value of existing assets. 
The decline in the market value of existing assets together with any 
adverse expectations as to future business activity which arise from 
restrictive monetary policy tends to encourage utilization of existing 
assets rather than production of new ones. Thus, the demand for 
existing factors of production tends to be curtailed. Moreover, the 
rise in interest rates leads to declines in bond yields, thereby reduc- 
ing the liquidity of holders of such securities. An attempt to main- 
tain their liquidity or increase it in the face of uncertainty re.siilts 
in an increase in saving, hence a decline in tire demand for current 
output. A progianr of monetary ease would reverse the events just 
outlined. 

The impact of monetary policy in encouraging or discouraging 
aggregate spending and more particularly the extent of the interest- 
rate changes required for stabilizing total spending depends not 
only on the cunent economic situation but also on the events which 
preceded. This information requires careful screening in making 
any appraisal of tire measures that are needed in connection with 
a particular course of action in the monetary sphere. 

Within the broad long-run framework of economic stability^both 
full employment and price stability— 11101*6 ai^e several short-run 
objectives to which reference has been made in earlier drapters when 
discussing the instruments of monetary policy. These center upon 
limited stabilization of the money market. They seek to minimize 
interest-rate fluctuations due to temporary factors. Among such fac- 
tors are: seasonal variations in the demand for funds. Treasury 
operations that influence (without deliberate intent) the demand for 
or supply of funds, and gold movements that do not reflect funda- 
mental economic forces. The plan is for the central bank to put just 
enough credit in the niaiket, or take just enough out to counteract 
the effect of the temporary disturbance. In such operations the 
Federal Reserve System has been generally successful. However, 
these objectives are regarded as limited in scope, and the monetary 
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authorities have not hesitated to destabilize money rates in order to 
advance general economic stabilization. 

QUESTIONS AND PROBLEMS 

1. "Monetaiy policy is much more effective in cmbing a boom than in 
helping to bring the economy out of a depression. ... If the medicine 
is administered in large enough doses, monetary policy can stop a 
boom. The trouble is that it is likely to do more than merely stop 
it . . . monetary contraction can easily precipitate a downswing." 
(R. A. Gordon, Uustness Fluctuations, New York, 1952, p. 517.) Criti- 
cally evaluate the role of monetary policy as a stabilization tool in 
the light of the above quotation. 

2. "In die writer’s opinion, an outstanding lesson of the forties is that 
controls as a weapon in the stabilization arsenal have been deflated. 
Perhaps the most important reason for this is that wartime contiols 
proved, in part, that they postpone inflation lather than suppress it." 
(S. £. Harris, Economics of Mobilization and Inflation, New York, 
1951, p. 17.) 

a. Discuss the above statement. 

b. Outline your own recommendations for a policy of monetary and 
debt management in a defense economy explaining how your pro- 
posals would avert inflation ivhilc assuring adequate sources of war 
output, 

3. a. What do you undei stand by an "inflationary gap"? 

b. How can the gap be measured? 

c. What are its uses and limitations for monetary policy? 

4. "Theie are two principal objections to discretionary monetary power. 
It robs policy of the very thing which is most needed in monetary 
matters: namely, certainty with respect to monetaiy conditions. If the 
economy is to operate automatically the public must be told that the 
stock of money ivill at all times be controlled rigorously in accordance 
with some pre-established criteiion. . . . Expectations would become 
a major stabilizing rather dian a destabilizing influence under condi- 
tions of monetary stability which were the consequence of a definite 
and announced policy." (L. W. Mints, "Monetary Policy and Stabiliza- 
tion,” Ameiican Economic Review, May 1951, p. 191.) 

a. What possible criteria could be utilized as guides to controlling the 
stock of money? 

b. What ^vould be the effects on total economic activity of each of 
these criteria? 

c. In the light of your answers to a and b, do you agree with die 
quotation? Explain. 

5. Giave concern has been expressed over the conflict of government 

agencies dialed widi responsibility for exercising control over our 
fiscal and monetary affairs. ^ 

a, Critically evaluate the nature of this concern. 
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b. How would you propose to solve tlie problem of conflicting author- 
ity over our monetary and fiscal system? 

6. “The policy of easy money was adopted by the monetary and fiscal 
authorities in 1933 in order to finance huge deficits. , , . The policy 
of depiessmg interest rates was delibeialejy encotnaged during the 
war years in order to tap the capital markets at low cost to finance 
the military foices, lend-lease and other projects," 

a. Do you agree that an easy-money policy was adopted in 1983? Give 
a reasoned defense of your answer. 

b, Was a policy of depressing interest rates encouraged during Woild 
War II? Defend your ansAver by specific reference to actions taken 
by the monetary and fiscal authorities. 

7. The presence of a large cash surplus provided the Treasury with a 
poArerful instniment for combating inflationary pressure on prices 
during the postAvar period. 

a. Describe the ])o$sible uses and eflects of the disposition of the cash 
surplus in fiscal 1947 and 1948. 

b. Explain hoAV the management of the public debt could be em- 
ployed to counteract the infiaiionary foices llien cuiTcnt. 
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CHAPTER 25 


Federal Reserve Policy: 

1914-1939 


w HAVE just considered the broad objectives 
and methods of credit control. In this chapter and tlie succeeding 
one we shall divide the histoiy of Federal Reserve policy into distinct 
peiiods so that we may see cleaily how the objectives, guides, and 
methods have changed since the System began operations. 

■ THE FORMATIVE PERIOD: 1914-1917 

The Reserve banks opened for business on Novem- 
ber 16, 1914. From the outset they ivere faced with the extraordinary 
situation tliat accompanied the outbreak of the ^var abroad. Gold 
flowed out of the United States, and exports stopped temporarily. 
Follo^ving a brief panic on the stock exchanges, banking settled down 
to wartime conditions. By 1917 American economic activity was 
booming. Stimulated by exports, basic production was now 20 per- 
cent greater than it had been in 1914. Hand-to-hand money in 
circulation had risen about 45 percent, and bank dejiosits had gone 
up some 05 percent. Prices rose throughout the period, and by 
mid'ini? tliey were some 80 percent above the 1913 wholesale level. 
Under the circumstances the Federal Reserve System was deprived 
of the opportunity for a slow and careful formulation of policies. 
Nevertheless, the Reserve authorities tvere able to make a beginning 
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in formulating policies dealing with both rediscount and open- 
market operations.' 

Rediscounts remained small during the period, i caching $25 
million early in 1917. The increase of the monetary gold stock and 
the lowered reserve requirements instituted by the Federal Reserve 
Act instiled abundant reserves. In regulating lediscounts, the Re- 
serve autliorities followed the commercial-loan theory embodied in 
the act. They decided to look behind the form of the paper offered 
and consider the uses to tvhich the proceeds tvei'e put. Most Federal 
Reserve banks instituted classified rates, giving preference to trade 
acceptances, commodity paper, and paper of short maturity so as to 
encouiage member banks to empiiasire liquid paper and to popu- 
larize the use of trade acceptances. The encouragement of liquid 
paper was halted somewhat by the 1916 amendment to the Federal 
Reserve Act which peimitted member banks to borrow from the 
Reseive banks on their own notes secured by government bonds as 
well as eligible paper. 

During the period the open-market policy that emerged was de- 
signed to help the Reserve banks keep continuously in touch with 
the money market tlirough open-market operations, instead of con- 
fining themselves to rediscounting in emergencies. However, open- 
market operations also remained small. Member banks held only 
small deposits with the Federal Reserve banks, and the Board 
decided at the time to limit their open-market operations to the 
sums needed to provide revenue to cover the expenses of operation 
of tlie Reserve banks. 

■ WAR AND ITS AFTERMATH: 1917-1922 

WAR INFlATiON: 1977-7919 

During World War I the Treasury financed 72 per- 
cent of total expenditures by borrowing instead of taxation, and by 
borrowing at the lowest possible rates. The Federal Reserve authori- 
ties followed policies designed to aid the Treasury in achieving its 
objective. Within the framework so set, the aim of central bank 
policy was to facilitate the financing of those government exjiendi- 
tures which were not met out of federal tax receipts with a minimum 
of inflationaiy eflEect. The traditional tools of the central banker— 
open-market operations and the rediscount rate— were used to accom- 
plish this goal, The Federal Reserve banks pursued a jjolicy of loiv 

1 Thioughotit Chtiplcra 25 and 26 the reader should refer to Figui'eg 55 (p. 681), 
56 (p. 692) and 57 (p. 603), as well as Figure 26 (p. 899). 
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rediscount rates especially on paper secured by government bonds 
which cncouiaged an expansion of credit by the commercial banks 
and had the effect of holding interest rates do^vn and bond ju ices up. 
A change in and reduction of statutory reserve reqiiiiemenls in 1917, 
concentration of gold holdings in the Reserve banks, and regulations 
designed to prevent the outflow of gold exjjandpd bank reserves and 
thereby helped to increase tlie availability of credit. 

The Treasury sold its obligations both to individuals and to banks. 
Sometimes it is useful to distinguish between loans from the public 
and from the banking system. Tlie purchase of bonds by banks is 
paid foi by creating deposits. As a consequence, the money stock 
is invariably expanded almost as if money had been printed by the 
government; perhaj^s the most pertinent economic distinction be- 
tween these methods of raising funds is tlial bonds are interest- 
bearing. On the other hand, if bonds are bought by individuals as 
an alternative to buying goods and services, then this second method 
of financing is definitely less inflationaiy. This is true, however, 
only if the individuals reduce their consumption below customary 
levels in order to increase their savings. It is not true when indi- 
viduals yield to a government’s exhortation, as they did during 
World War I, to buy government bonds and borrow from the banks 
to do so. Thus, the particijiation of the commci'cial banks in war 
finance must be measured, not solely by their direct j3ui chase of 
IG jDercent of the debt issued to finance the war, but in addition 
by their loans to customers to enable the latter to j?urchase govern- 
ment bonds. The result of ci*edit expansion was to increase bank 
deposits by 27 percent between 1917 and the end of 1919 and hand- 
to-hand ciUTency by an even greater percentage during this time 
interval. 

The effect of the government borrowing during the war was three- 
fold. It increased the public debt from $1 billion to $26 billion. 
It helped drive prices up during the war and the immediate postwar 
period. Finally, it hamstrung open-market operations because of 
reluctance to let interest rates rise and thereby ina*ease the service 
charges on the ne^vly created debt. 

Hoivever, this easy-money policy encouraged borroiving by indi- 
viduals and businesses for all puijDoses, some of which were not 
deemed desirable during wartime. In order to prevent this develop- 
ment, checks known as qualitative credit tontiols or selective con- 
trols, were emjjloyed. Qualitative controls are essentially rationing 
devices based on the criterion of use. Apjalicants for credit are judged 
not only In terms of their credit worthiness, but also in terms of 
the expected use of the money to be borrowed. This check had the 
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dual function of helping to channelize resources into war production 
and to hold down the expansion of the money stock for purposes 
not consonant with the war effort. The qualitative controls employed 
during the ivar ^vere: limiting the use of credit on the security 
exchanges, rationing investment credit for ne^v security issues, and 
exhorting commercial banks not to extend credit to firms wliose 


FIGURE 55 

RF^ERVE BANK CREDIT, 1917-1933 



activities were not essential to the war effort. In the main, these con- 
trols had little significant effect in holding down the expansion of the 
stock of money. 

POSTWAR tNFLATiONt 1919-1920 

A brief period of uncertainty as to the business cut- 
back after the Armistice in November 1918 ^vas folloived by boom 
conditions. In his testimony before the Joint Commission of Agri- 
cultuial Inquii 7 in 1921, Governor Benjamin Strong of the Fedefal 
Reserve Bank of New York characterized the period from August 

1918 until the summer of 1920 as one of "postwar expansion, specu- 
lation, and extravagance.” The speculative tendency began in March 

1919 "to develop to a marked degree, and by gradual stages it worked 
up and matured into a veritable orgy of extravagance, waste and 
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Speculation; there was, in fact, a competition to buy anything at 
almost any price." ® He regarded the greater part, if not all, of the 
expansion tliat had been suffered during the period ol the ^var as 
“inevitable, unescapable, and necessaiy," hence “defensible." By 
May 1920 wholesale prices reached a peak over 2\<i times their 1913 
level. Output was sustained at liigh levels, but the rampant stock and 
commodity speculation reached its culmination in mid-1920. Credit 
expansion fed the boom, implemented in part by sharp increase in 
the volume of rediscounts at the Reserve hanks. 

Active steps by the Federal Reserve Board to restrain credit ex- 
pansion aivaited completion by the Treasury of its active financing 
program. The Victory Loan in tlie spi'iiig of 1919 was followed by 
resort to issues of shoit-teim certificates. Beginning with the close 
of 1919, rediscount rates were raised and in 1920 four Reserve banks 
availed tliemselves of the permission given in the newly enacted 
Phelan Act to establish progressive lates of rediscount, However, 
the Reserve System failed to develop an effective open-market tech- 
nique to reinforce rediscount rate policy. Rediscount policy ivas 
supplemented by several other devices to control credit. War paper 
—that is, loans to carry pin chasers of goveiniiieiit bonds— ivas driven 
from bank portfolios as a result of a successful camjiaign by tlie 
Reserve banks. But member banks did not use the proceeds obtained 
from the repayment of loans to reduce their indebtedness to the 
Reserve banks; instead, they increased their own loans and invest- 
ments. The member banks, too, paid little attention to admonitions 
to reduce their loans and to discriminate against nonessential credits. 
The Board issued warnings in June and July 1020, di vet ted particu- 
larly at excessive speculation in securities, much of which had been 
financed ivith funds borroived by members ag^iinst government se- 
curities as collateral. But the Board admitted that the warnings 
“were only a transitory expedient and were given only momentary 
attention by many banks." * Several of the Reserve banks, notably 
that at New York, also held regular conferences ^vith member banks 
in an effort to explain the purposes of the act and to suggest reduc- 
tion in aggregate borrowing. 

DEFLATtONi 1920-1922 

Sharp deflation, world-wide in scope, followed the 
jjostwar boom. Wholesale prices fell from a high of 167 in May 1920 
to a low of 91 in January 1922, both on a 1926 base. Farm prices 

» Inlerprelations of Federal Reserve Policy (New York, 1930), p. 77. 

B Federal Reserve Board, Annual Report (lOSiO). p, 12. 
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proved particularly vulnerable, especially in view of the record crops 
, of 1920. Price declines were accelerated by buyers’ strikes against 
high prices and by a drop in American exports that accompanied 
the rapid price declines in imported staples such as silk, sugar, and 
coffee. Industrial production dropped in ^shysical volume from 82 
at the opening of 1920 to 55 in the spring of 1921, both on a 1935- 
1939 base, Business retrenchment developed and widespread leduc- 
j. tion of indebtedness by firms ensued. 

The assets of the Reserve banks fell as the money stock contracted. 
Rediscounts declined from a peak of S2.8 billion in October 1920 
to a low of .^13 97 million in August 1922. The reduction was aided 
by large imports of gold received in payment tor exports, which 
member banks turned over to the Reserve banks until the end of 
1921. In consequence, the reserve ratio of the Reserve banks rose 
from 43 percent in November 1920 to 71 percent in December 1921. 
( System policy with respect to credit control during the period may 

be described most vividly in terms of the discount rate changes at 
the Federal Reserve Bank of New York. For almost a year, from 
June 1920 to May 1921, that institution maintained its rate on 
90-day jjaper at 7 percent. From then on it reduced the rate rapidly, 
^ of 1 percent at a time, until the late reached 4 percent in June 
1922 and became uniform on the different classes of paper. The 
policy followed by the System lias provided a rich subject for con- 
troversy. Critics accuse the System of accelerating deflation by its 
actions. But the most elaborate investigation of the Board's conduct— 
that of the Joint Commission of Agricultural Inquiry, Part 2— does 
not criticize the Board for ivhat it did, but rather for the poor timing 
of its actions. This criticism is concerned with the Board’s failure 
to establish effective control during tlie postwar inflation, rather 
than with its procedure during the succeeding deflation. There are 
nvo vieivs regaiding policy during the deflation. Some critics hold 
that the discount rate should have been reduced sooner to airest 
deflation and I'educe the attendant hardships. Others believed that 
the rate was loivered too rapidly— that it should have followed and 
not preceded the doivnward revision of rates on commercial paper. 

■ THE TWENTIES: 1922-1929 

I 

I From the spring of 1922 to the summer of 1927 the 

1 Reserve banks reverted slowly to their original function, namely 

the financing of the short-term credit needs of industry. The years 
j 1922*1927 witnessed little cyclical change in economic activity: at 

I 
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there was a lecovery, then a recession folloived by stabilization 
o£ economic activity. 

RECOVERY AND RECESSION; 1922-1924 

As recovery from the depression proceeded, basic pro- 
duction rose from a low of 73 in the spring of 1922 to a peak of 107 
in the spring of 1923. Subsequent decline broiiglit the index down 
to 83 in mid- 1924. Consumption, however, remained stable, and 
there was no piling up of inventories, Wliolesale prices staged a 
recovery from 91 at the opening of 1921 to 105 in the spring of 1923 
and then receded to 98 by mid-1924. By mid-1924, too, prices of 
agricultural products had fallen far more sharply than had non- 
agricultural products. Nevertheless, member bank loans rose steadily 
beginning with the second half of 1922, as did investments, and 
forced member banks to resort to rediscounting witli the Reserve 
banks to augment their reserves. 

During this period Reserve policy veered from restraint to stimu- 
lation. Rise in rediscount rates in the spring of 1923, coupled with 
sale of government obligations sought without success lo check 
credit expansion. Howevei, the pcisistent do^viiswing in economic 
activity in the fall of 1923 caused the Federal Reserve authorities to 
reverse their earlier policy. Several Reserve banks began a steady 
lowering of their rediscount rates, while purchase of governments 
mounted. The Reserve authorities explained that the policy was 
designed to relieve the tendency towards higher interest rates, to 
permit member banks to liquidate their indebtedness to tlie Reserve 
banks, to encourage foieign borrowing in the American market, to 
stimulate business recovery, and to place die Reserve banks in a 
position to check later speculative tendencies. The most noteworthy 
results, hoivever, were cheaper money rates and inaeased member 
bank credit, particularly for speculative loans. 

STABIUZATIONi 1924’1927 

From the fall of 1924 to the summer of 1927 eco- 
nomic activity was sustained at a relatively high level. Alter basic 
production advanced from 83 in mid-1924 to 105 at the opening 
of 1926, there ivere slight recessions, folloived by recovery, in the 
first half of 1925 and the first half of 1926, and a moderate recession 
in 1927. Wholesale prices advanced and then receded so that by 
mid-1927 they stood at 94 in contrast to 98 in mid-1924. But the 
really outstanding development of these years was die amazing rise 
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in stock market transactions and stock prices. The latter zoomed 
almost 50 percent from mid- 1924 to the close of 1925^ fluctuated 
somewhat in 1926, and resumed their rapid climb in 1927. Over 
the 3 years, security loans of reporting member banks rose 40 per- 
cent, tvhile investments rose 20 percent, and “otheri’ (commercial) 
loans rose by only 12 percent. 

Beginning in 1925, there were expressions of alarm that an exces- 
sive volume of credit tv^as being diverted to speculation. Yet, for 
the most part, during the 3-year period the Federal Reserve authori- 
ties took no major steps with respect to the money market. They 
tvere disinclined to bring about a rise in money rates, partly because 
of the international financial situation. European nations were trying 
to return to the gold standard, and the United States, which had a 
large “favorable" trade balance, livas exporting capital to finance its 
exports of goods and simultaneously permitting gold to be exported 
to strengthen foreign airrencies. In 1925 the Federal Reserve System 
agreed to permit the Bank of England to draw up to $200 million 
in gold from the Reserve banks. During 1926, however, gold flowed 
into the United States in large amounts, and in 1927 the influx was 
even larger. Disturbed by the continued exportation of gold from 
their own countries, the nations abioad held tliat our impoits of 
gold were effecting a reduction in the world’s monetary stock because 
we sterilized all the gold received instead of permitting it to enter 
the banking system and serve as a basis for credit expansion. The 
United States was accused of not living up to the rules of the gold 
standard "game." 

STOCK MARKET BOOM: T927-1929 

In 1927 the Federal Reserve pursued an easy-money 
policy, as it had in 1924. Although the year witnessed a moderate 
business recession, the stock market showed no effects of the curtail- 
ment of business activity; the general average of stock prices was 
75 percent higher in 1927 than it had been in 1924. Discount rates 
were reduced from 4 to 3% percent at all the Reserve banks, in one 
case at least despite the protests of the bank. Rediscounts, open- 
market bill purchases, and acquisitions of government obligations 
all ^vent up in that year. The System’s easy-money program is to be 
explained in the light of both foreign and domestic factors. Xx)w 
money rates, it ivas thought, would make it cheaper for Europe to 
borrow in this country and purchase American agricultural products 
'ivith the proceeds of tlie loans. Furthermore, easy money would 
strengthen tlie foi*eign exchanges and help preserve the gold stand- 
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directly concerned ^vith stock exchange activities, to avoid the charge 
of interfeience in that area. Nevertheless, the Reserve System took 
positive steps. During the spring the four remaining Reserve banks 
raised rediscount rates to 5 percent, and buying rates for bankers' 
acceptances were also increased. These rate advances the Board re- 
inforced by issuing warnings against excessive absorption of credit 
by the stock market and urging banks to cooperate in diverting 
funds to agiicultural and business uses. Reserve banks refused re- 
discounts for banks wliich were using the funds to make call loans 
on stock market collateral. Nevertheless, in the late spring and early 
summer stock prices began to advance again, and tliere was evidence 
of industrial overexpansion in some Helds. The New York Reserve 
Bank, which had urged the easy-money policy in both 1924 and 
1927, now urged upward revision of rates. The Board compromised 
by raising the rediscount rate at New York alone from 5 to 6 percent 
in August as a gesture of disapproval of stock market conditions, 
and at the same time reduced the buying rate on acceptances. Thus, 
acceptance holdings rose, while rediscounts fell. Rates paid on com- 
meicial paper remained above 6 percent to the end of October, but 
call loan rates diopped to 6 percent, lower than they had been in 
more than a year. Member laank total loans and investments, which 
had not increased since 1927, rose from $22.6 billion on August 7, 
1929, to $24.4 billion on October 30. 

From the high point in September stock prices sagged gradually 
until the middle of October, when the market suffered the most 
precipitous drop ever recorded. As in 1926, Federal Reserve policy 
sought primarily to assist the banks. There was a large shift from 
brokers’ loans to direct collateral loans to bank customers. Some 
leading bankers also attempted to help tlie market by large stock 
purchases which they hoped would prevent demoralization and make 
possible an orderly adjustment to a loiver level of prices. 

■ THE THIRTIES: 1929-1939 

CR/SIS AND DEPRESSION: 1929-7933 

In tlie period from 1929 to 1933 attention shifted 
from the speculation in the stock market to the condition of business 
and industry. In an effort to aid business recovery, the Reserve Sys- 
tem revived the easy-money policy of low discount rates and heavy 
open-market purdiases. This program it pursued ivith only two 
lapses— the a'isis of 1931 and the banking holiday of 1933. 

Business, which had begun to recede in the summer of 1929, con- 
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tinned to move downward during this period. Wholesale prices 
dropped almost steadily I’roni about 95 in the middle of 1929 to 60 
early in 1933, despite the effoits of the Farm Board and private 
produceis to halt the decline. Basic pioduction followed tlie same 
trend, falling from 125 in 1929 to 60 in the spiing o£ 1933. Business^ 
men were interested in keeping their inventories and bank loans 
down to a minimum, and speculatois sold their security holdings 
and lic|iiidated their bank indebtedness. Business conditions abroad 
were even more depressed than in this country so that foreign capital 
continued to flow to the United States; the $694 million increase 
in the gold stock from October 1929 to August 1931 was almost as 
great as the mfiux of 1 92 U 1924. 

The Fedeial Reserve continued its ea.sy-money policy; rediscount 
rates were lowered further, and more open-market jnirchases ^vere 
iindei taken. By June 1931 the New York bank had cut its rate to 
IYj percent, and other Reserve banks’ rates ranged from 2 to 3 
j)ercent. Rates on acceptances fell from 51^ percent in the autumn 
ol 1929 to 1% percent at the close ol 1930. Despite these actions, the 
volume of rediscounts continued to shrink as did acceptance hold- 
ings. ^VhiIe the Reseiwe hanks’ ownership of United States Govern- 
ments io.se to heights never befoie attained, the.se holdings were 
insuflicient to sustain the volume ol Reserve credit outstanding, 
which declined from $1.6 billion late in 1929 to less than $950 
million during the liist half of 1031. 

Foi almost 2 years following the stock market crash of 1929. the 
Reserve System followed the simple policy of open-market purchases 
and low icdiscoimt rates. Then in 1931 a series of catastiophes rocked 
the Euiopcaii linancial structure. Tlie most spectacular was the 
collaiDse of the Austrian Credit Anstalt in May 1931. Credit strin- 
gency and banking dilliculLies in Central Europe, notably Germany, 
spread to other countries; Great Britain tried to aid the stricken 
nations on the Continent, but was forced in turn to call upon the 
United States foi assistance. Finally, on September 20, 1931, Great 
Britain suspended gold payments, and a number of other countries 
followed suit or introduced control of the foreign exchanges. Con- 
fidence abroad was badly shaken, and there was a pronounced flight 
of capital to centers whose currencies seemed relatively strong. This 
flight of capital, and the anticipation of losses on sterling, caused 
leading central banks to convert their loreign assets into gold. 

In the United States these events further undermined a state ol 
uncertainty already aggravated by heavy bank failures. Reflecting 
the widespread lack of confidence, currency in circulation rose by 
almost $800 million from the close of 1929 to the close of 1931. 



THE THIRTIES: 1929-1939 


689 


Over the 2-year period, adjusted demand deposits fell from 322.8 
billipn to $17.4 billion. During the European crisis gold left the 
country; gold stocks dropped 3702 million in September and Octo- 
ber 1931. 

To meet both the increase in circulating money and the drain 
of gold, the Reserve System had to increase its earning assets enor- 
mously. Finthermore, in order to protect its gold position the System 
instituted a lapid advance in rediscount rates. By the end of Novem- 
ber ten banks had a S^/^-percent rate and two had a 4-percent rate. 
The Glass-Steagall Act, designed to release gold by permitting the 
use of United States Government obligations to secure Fedei'al 
Reserve notes, was rushed through Congress in order to "save the 
gold standard.” 

The emergency passed, and the System reverted to its policy of 
monetary expansion promptly and ^vith rene^ved vigor. Rates ivere 
again reduced until at mid- 19.32 they stood at 2yj peicent in New 
York and Chicago and at percent elsewhere. Bill purchases 
reached a jieak in October 1931, rediscounts in February 1932. How- 
ever, purchases of United States governments rose over $1 billion 
between the end of Februaiy and tlie close of June 1932, partly in 
order to offset an outflo^v of gold but more largely to build up the 
reserves of member banks and thereby create easy-money market 
conditions. During the first 6 months of 1932 money in circulation 
rose slightly and was 16 peicent liigher than at the end of 1930, 
despite the inteivening decline in ivliolesale prices, business activity 
and payrolls. Adjusted demand dei>osits, however, fell $1.8 billion 
during the Rrst 6 months of 1932, to 315*0 billion; tlie latter figure 
repiesented a 25-pei*cenL decline since die close of 1930. Deposit 
turnover in 1932, as measured by bank debits to deposit accounts 
in 141 cities (including New York) was only about one third that 
of 1929 and half that of 1930. Tlie member banks maintained a 
high degree of liquidity by reducing commercial loans and selling 
bonds and thus reducing the volume of their deposits. 

THE CRISIS OF 1933 

In the autumn of 1932 there ivas an upturn in busi- 
ness activity. The run on the dollar was terminated; cessation of the 
epidemic of bank failures and more salutary inteimational relations 
all furthered improvement in industrial and financial conditions. 
Commodity pi ices rose from their June lows, trade and business 
activity incieased, and the speculative markets lebounded. But the 
business revival proved abortive, and public confidence was again 
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shaken by distrust of the banks, and by the Insiill and the Kreuger 
and Toll scandals. A new wave of currency hoarding Avas loudied 
off; deposits weie withdrawn from some banks to be redeposited 
with others, presumably stronger ones. The .shifting of deposits led 
to a liquidation of assets on the part of iliose banks ■which ■were 
considered less sound; the liquidation, in turn, caused a further 
decline in security prices. Beginning with tlie Nevada banking holi- 
day in October 1932, there were a number of moraioiia; of these, 
the Michigan bank holiday of February 13, 19.33, was especially 
disturbing. 

Member banks met the increased demands for currency and gold 
in several ways. Bills discounted at the Reserve banks rose sharply, 
and membei banks' reseiwe balances ivere dratvn dmvn; Reserve 
banks* purchases of bills mounted as did their purcliases of United 
States Government securities. On Marcli 3 reserve requirements were 
suspended for 30 days, but little use was made of this privilege 
because tlie climax was cap]3ed on inauguration day, Maich 4, when 
the new President declared a national banking lioliday. 

The measures adopted during that banking holiday restored pub- 
lic confidence; ruirency came out of hoarding, and by Augu.st money 
in eiiculation had dropped by about $2 billion horn the high of 
$7.5 billion reached early in March. Member banks reduced their 
borrowing; rediscount rates tvere lowered and c)j3cn*market pur- 
chases continued. By the end of 1933 excess reseives of member 
banks had risen to over $800 million. 

The reopening of the banks marked the opening of a new era in 
Federal Reserve policy. Banking policy was cooidinated with the 
administration's entire recovery program. Reol'gani^ation of the Re- 
serve System was undertaken in the banking legislation of 19.33 and 
1935. A primary objective of the new administration was to raise 
prices and stabilize them at the 1926 level. The so-called Thomas 
Inflation Amendment to the Agricultural Adjustment Act of May 
12, 193S, placed at the disposal of the President for use in his discre- 
tion four devices, each representing one scliool of thought as to 
ho^v prices could be mised by means of monetary and credit ex- 
pansion.* 

^The obJcciivcB, It is true, wcic stnted more Inoadly in the uiithoi i/ntlon given 
the President to act In his dlscictioii under one o[ tlie following uiniliiiniis: 

1. Forcigtt cointnei'cc Is adversely n fleeted by the dcpicciation in the Viiluc of the 
currency of other goveinincnta In relation to the picsciit standtird value of gold. 

2 . To regulate and maintain the paiity of currency issues of the United States. 

3. An economic cmcigcncy requires credit expansion. 

4. Credit expansion is nc^ed to sccuie by internationnl agreement a stabilization 
at proper levels of the currencies of s'arious governments 
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1. Open-market pui chases by the Reserve banks of government 
obligations or of securities of coiporations in which the gov- 
ernment is a majority stockholder, and direct purchase of 
Treasury bills oi other goveminent obligations, could be made 
up to tlie aggregate sura of $3 billion. If the Reserve banks’ 
retjuirements must be suspended because of such purchases, no 
giaduated tax on rcseive deficiencies need be imposed, nor 
need there be any automatic inciease in Reserve bank discount 
rates. With the Treasury’s approval, however, the Board might 
require the Reserve banks to take such action as was deemed 
necessary to prevent undue credit expansion. 

2. If the Board and Reserve banks refused assent, or if the opera- 
tions undertaken under device (1) proved inadequate, or if 
the President deemed it necessary for other reasons, three addi- 
tional steps were permitted. United States notes could lie 
printed in an aggregate sum of $3 billion to meet matuiing 
obligations and to purchase United States obligations. These 
notes tvere to be retired at the rate of 4 percent a year. 

3. Unlimited coinage ol silver, as well as gold, could be made at 
such w'eights (and hence ratio) for both metals as the President 
might determine. Furthermore, for 6 months the President 
could accept silver (at no more than 50 cents an ounce, and 
aggregating no more than .$200 million) in payment of princi- 
pal or inteiest on debts due this country by foreign govern- 
nienis. The silver was to be coined, and silver certificates might 
be issued against it. 

4. Devaluation of the dollar, by reduction of not more tlian 50 
percent of its weight in gold was permitted. 

No less important than these provisions were the gold embargo 
and anti-Iioarding measures. These were made public first by Presi- 
dential pioclamation, and then confirmed by a joint Congressional 
resolution of June 5, 1933, abolishing retroactively the gold clause 
and gold redemption. 

RECOVERY: 1933-1935 

Business made substantial gains in the second quarter 
of 1933. Tliis recovery ivas followed by a decline in the price of farm 
pioducts and raw materials as well as in industrial production. Tlie 
“easy-money bloc" clamored for a program of monetary expansion. 

Tlie return fiow of currency from the public caused an increase 
in member bank deposits. Reductions in member bank borrowings 
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and increases in their reserves continued and reflected principally 
open-market purchases of government securities by the Reserve 
banks. During 1933 tlie Reseive banks purchased §580 million of 
governments. At the end of the year member bank indebtedness was 
below §100 million for the first time in many yeais; inember bank 
excess reserves reached §800 million. In conjunction with the policy 
of open-market purchases, the Reserve bank.s leduced their rates on 


FIGURE 66 

REQUIRED AND EXCESS RESERVES OF MEMBER BANKS 



discounts and acceptances. The New York rate tvas cut in gradual 
stages horn 3^ percent to 1^4 percent. By the end of 1933. too, 
the public’s withdrawal of cuirency and gold had stopped. Subse- 
quently, the banks' excess reserves increased, mainly as a result of 
the large gold imports into this country ivliich began after the re- 
establishment of a fixed price for gold in January 31, 1934. At the 
close of the decade the growth of excess reserves was closely tied up 
with gold imports. 

Business improvement continued in 1934 and 1935, although the 
volume of business was still below pi*e-depression levels, and un- 
employment remained an obstinate major problem in the economy 
at large. Security activity and prices increased, but there was little 
cliange in the amount of bank credit employed in the slock market. 
During 1934-1935 the Federal Reserve banks continued to reduce 
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their rediscount rates, in line with the general decline in money 
rates, until at the close oE 1935 they stood at percent at two 
Reserve banks and 2 percent at the other ten. The Board made no 
use of its power to reduce excess reserves by engaging in open-market 
operations or by increasing legal reserve requiieraents, a power 
newly granted by tlie Banking Act of 1935. Instead, it refrained 
from action on the ground that tliere ivas no evidence of overexpan- 
sion of economic activity. 

ATTEMPTS AT STABiLIZATION: 1936-1939 

Industry and trade continued their up^vard move- 
ment during 1936. The national income reached 563*8 billion for 
the year, as com|5ared with the low of §39.5 billion in 1932. In the 

FIGURE 57 


RESERVE BANK HOLDINGS OF UNITED STATES GOVERNMENT SECURITIES 



Sourcf: Board o£ Governora oC the Federal Reserve System. 

latter part of 1936 commodity prices advanced sharply. Member 
bank reserves were still piling up, but the Board of Governors re- 
duced excess reserves in August by raising required reserves by 50 
percent. At the same time, the Board announced that the Federal 
Reserve System ivould continue its policy of maintaining easy-money 
conditions. Late in 1936 the Treasury took steps to counteract 
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further increase in excess reserves arising from gold imports by 
instituting a program of gold sterilization. 

During 1936 security prices advanced steadily with stock prices 
showing a gain of 25 percent for the year. Although the security 
pui'chases were accomplished largely without use of bank credit, 
tmvard the end of the year stock exchange firms reported an increase 
of about 10 percent in advances to customers for margin trading, 
and there wei’e similar rises in loans by banks to brokers and dealers 
in securities. In two steps early in 1936 the Board, acting under 
poivrers granted by the Securities and Exchange Act of 1934, raised 
the margin requirements on loans made by brokers and dealers in 
securities to 56 peicent. In 1936, too, bank loans for commercial 
and industrial purposes rose for the first time since 1929, and banks 
began to turn to otlier securities instead of concentrating their hold- 
ings in government obligations. 

During the first part of 1937 economic activity continued to show 
rapid increase. Security prices and commodity prices continued to 
rise. Since tlie gold inflow had continued, excess leservcs leaclied 
$2.1 billion by Februai 7 . Therefore, the Board increased the reserve 
requirements the leinaining 50 percent, one half to be effective 
March 1 and the other half May 1. Following this announcement, 
sales of bonds by member banks incTcascd, partly to take advantage 
of the higher level of bond prices but cliiefiy to meet the increased 
reserve requirements and to meet withdrawals of balances held in 
the larger centers by banks in the interior. Bond prices, therefore, 
registered a sharp decline. 

In April the Federal Open Maiket Committee announced the 
beginning of a new open-market operation designed to "exert its 
influence to^vard orderly conditions in the money market" and to 
facilitate member bank adjustments to increased reserve require- 
ments. Bettveen April 4 and April 28 the System increased its hold- 
ings by $96 million, and thereafter government and corporate bond 
l>rices rose steadily. In August and September rediscount rates were 
louvered; at the New York bank the rate ivas now 1 percent, the 
lo^vest central bank rate in history, and at all other banks it was 
percent. The effect of all tliese measures was once more to 
increase member bank excess reserves to about $1 billion. 

The recovery of 1935-1937 was aided by the income-stimulating 
expenditure of the federal government. But in 1937 net federal 
expenditure in excess of receipts fell from $3 billion to almost zero. 
In the latter part of 1937 backlogs of orders on which industry had 
been operating were almost exhausted, and inventories were piling 
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up. Prices and consumers' incomes had not increased as anticipated, 
and a period of rapid sale of inventories set in. The index of indus- 
trial production fell from 116 to 84 in December, and both com- 
modity prices and incomes declined as well. The stock market broke, 
and by November prices had fallen 40 percent from their Marcli 
peak; government secuiities also declined in price. It was to counter- 
act the decline in government security prices that the System again 
engaged in open-market purchases in November. Since security loans 
diminished as security piices fell, the Boaid reduced margin require- 
ments for both banks and brokers from 55 percent to 40 percent, 
effective November 1, 

In 1938 business recovered some of tbe losses of the preceding 
year. Employment, payiolls, and national income i*ose. The upswing 
continued in 1939, and the outbreak of the war in Europe in Sep- 
tember raised business activity to an even highci^ level. Income pay- 
ments and security prices rose, while industrial jiroduction reached 
a new postdepression high. Recovery was aided first by a nerv Treas- 
ury policy of sterilizing only gold imports in excess of $100 million 
in any quarter, and tlien by transferring to the Reseive banks in 
April the $1,183 million of gold formerly held in its inactive account. 
That month the Board i educed reserve requirements by one eighth, 
which added another .$750 million to excess reseives. Together with 
a ticmendous influx of gold these measuies raised excess reserves 
to about $5.5 billion at the close of 1938. 

The principal channel for Federal Reserve activity during 1939 
^vas open-market operations. In 1939 the System revived the practice 
started in 1937: attempting to exert a direct influence upon condi- 
tions ill the capital markets, it ceased to maintain a constant amount 
of securities in its portfolio. In the latter part of August 1939 offer- 
ings ol governments ivere finding few buyers, and prices began to 
tumble. When ivar broke out, the System made substantial purchases 
of government obligations in the open market, "with a view to 
preventing the development of disorderly conditions or unreason- 
ably abrupt decline in prices.” Many banks cooperated 'with the 
Reserve banks during this period by refraining from selling United 
States securities. Tmvard the end of September prices of government 
and high-giade corporate obligations revived, and tlie System sold 
some of its portfolio. 

\. 

QUESTIONS AND PROBLEMS 

1, a. By what different means were the reserves of tlic Federal Reserve 
banks built up between 1914 and 1917? 
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b. How did the growth in the government debt serve to increase the 
volume of Federal Reserve notes and deposits? 

c. What determined the inaximuni amount of Liberty bonds that 
banks as a whole could finance, either by direct purchase themselves 
or by loans to their customeis against the bonds as collateral? 

2. a. What requirements for additional credit appealed dining the up- 

swing in business that began in the spring of 1920? Which was most 
important? 

b. Why did large gold expoits appear in 1919 and 1920, and what 
effect did they have upon the lending capacity of the Federal 
Reserve banks and member banks? 

c. In just what ways do you think Federal Reset ve credit policy was 
at fault ill 1919 and 1920? 

3. a, Analyre carefully the guides to credit policy enunciated by tlie 

Fecleial Reseive lioard in its Annual Report for 1923. 

b. To svhat extent and at what times did the policy actually pursued 
between 1924 and 1929 fail to conform to these guides? 

c. In your estimation to what extent was the stimulus of economic 
activity duiing the 1920*5 the lesult of that policy? 

4. Indicate the paiticular credit policies that arose in connection witli 
tlie following: 

a. The inflow of gold in the early 1920's. 

b. I'lie depression years 1924 and 1927. 

c. The clfoits to check the stock market boom of 1928-1929. 

Illustiatc your answers by leference to Figures 2fi and 53. 

5. Despite tlie mobili/atioii of reserves undei the Federal Rcseive System 
and the machiiieiy developed for avoiding panics, there occuried in 
1933 the most disastrous banking panic in American histoi*y. 

a. Docs this indicate that the Federal Reserve System is unsound in 
piinciple? 

b. Wherein did the inadequacy of the System lie? 

6. It is a striking fact in recent years that the more the government debt 
has been inci eased, the lower has become the rate at whicli the govern- 
ment has been able to borrow. 

a. How do you explain this phenomenon? 

b. Explain the lelation ot this fact to Federal Reserve policy during 
die depression. 

7. "Governments in pressing need of money always appear able to pro- 
cure it by one means or another.'* {Rrookings Institution, The Re- 
covery Problem in the United Slates^ Washington, 1936, p. 462.) 

a. List the various measures employed by the administration from 
1933 on which were designed to enhance the government's sources 
of funds. 

b. What was the major source of funds for the government from 1932 
to 1939? 

8. In your opinion what validity is there to the assertion that the increases 
in legal reserve requirements imposed in 1936 and 1937 and the 
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sterilization program instituted in 1936 contributed to the business 
lecession in 1937? 

9. "Duiing the fiist quarter century of its operation the Federal Reserve 
pursued policies that, though not always projicrly timed, adequately 
emphatic, or entirely consistent, weie in general harmony with the 
main objective of endeavoring to contribute to economic stability. 
That is, except in time of war.” (E. A. Goklenweiscr, Monelaiy Man- 
agement, New York, 1949, p. 59.) 

a. Give an illustration of each of the tliree exceptions. 

b. Why is time of war excepted? 

SELECTED REFERENCES 

See close of Chapter 26 for references to both chapters. 



CHAPTER 26 

Federal Reserve Policy 
Since 1939 


T 

I HIS chapter is desig;necl to critically examine Fed- 
eral Reserve policy since 1939— a period ivhich cncoinpasscs World 
War II, the postwar peiiod and the outlireak of hostilities in Korea. 
The material is divided into four parts which correspond with major 
phases of American war and postwar experience. First, there is the 
period from the outbreak of the war in Europe during the latter 
months of 1939, to this country's participation in the conflict fol- 
lowing Pearl Harbor. Second, there is the period from the beginning 
of 1942 up to the end of 1945, when final victoi 7 w.is achieved. The 
third period covei*s the postivar period through the year 1949. The 
last period deals widi the events associated with the outbreak of 
hostilities in Korea to the close of 1952. Before we discuss Federal 
Reserve policy since 1939 it will be necessary to analyze the over-all 
problem of waging a large scale war in relation to the avoidance of 
inflation. 

■ THE ECONOMIC ASPECTS OF WAR 

The basic economic problem of successfully waging 
wav is that of maximi/ing production. This involves attainment of a 
level of production that will permit lullillment of the basic retiuirC' 
ments of the population and at the same time provide the military 
forces with a margin of superioi-ity over the enemy in both man- 
power and material. Thus, our economy must achieve maximum 
698 
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production. Next we must attempt to effect an allocation of re- 
sources between the civilian sector of the economy and the military 
establishment that will assure the war effort the maximum volume of 
men and supplies without jeopardizing the total volume of pro- 
duction. 

In the United States the general objective of war economics was 
to achieve the necessary volume of production and number of mili- 
tary personnel with as little recourse to totalitarian measures as 
possible, and so retain the basic political values of freedom and 
liberty. In view of the relative resource suj>eriority of the nation, 
it was possible to pursue the national interest in these two direc- 
tions simultaneously although some diminution of the area of free 
choice on the part of tlie civilian economy Tvas manifestly neces- 
sary. Consequently, a system of allocations and other direct controls 
was developed in order to direct productive capacity into supply- 
ing the needed goods and services for the successful prosecution of 
the war effort. 

The financial aspects of the emergency arose out of the decision 
to conduct the conflict largely within the fi*amework of the tradi- 
tional institutions of a market-price economy without reversion to 
the total control devices that obtained in many foreign countries. 
Once having made the decision, governmental financial policy had 
to be directed toward two Specific ends. First, it was necessary that 
the credit of the Treasury be maintained at an unimpeachable level. 
This meant that the fiscal monetary apparatus must be in a position 
to provide funds at all times to meet the needs of the Treasury. The 
second consideration was to finance the war without permitting 
the degree of inflation that characterized our own past national ex- 
perience as well as that of other nations. 

THE PROBLEM Of INFLATLON 

War inflation is a rather obvious concept. The 
simple fact is that incomes of the people engaged in the civilian 
segment of the economy increase without a coiresponding increase 
in the volume of civilian goods available for consumption by the 
community. Supplies of commodities are short in relation to the 
aggregate demand, swollen by the ina eased purchasing power which 
results from income payments made in the production of war mate- 
rials whicli never enter civilian markets. Thus, incomes are the con- 
sequence of the total output, while civilian commodities are tlie 
result of the productive efforts of but part of the community. Uii- 
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less checked by anti^innationary measures people bid up the prices 
of the available civilian goods. 

The structure of the American monetary fiscal organization per- 
mitted three principal methods of providing the funds with which 
, the wai could be financed. All three methods must be examined in 
the light of the dual criteria of the requirements of the Treasury and 
the possibility of avoiding inflation. 

TAXATION 

The most straightfonvard control measure is to fi- 
nance the entire cost of the war by means oK taxation. In this way 
the excess purchasing power lepresented by the value of wai pro- 
duction is withdrawn by the Treasury, leaving the civilian mem- 
bers of the community with only sufficient incomes to purchase the 
civilian oiilput at the pievailing level of prices. Thus, the expansion 
of bank deposits occasioned by the expenditures of the Treasui7 
is offset Ijy a corresjwnding contraction in deposits as balances are 
transfeired from the accounts ot taxpiiyers to the account of the 
Treasury. As long as the cmiire value of the otitput purchased by 
the government is taxed away from the mcinlieis of the community, 
the result oE Treasury spending for war goods leads to no net in- 
crease in total deposits. However, if the community supplements its 
income through the use of previously acquiied assets or reduces its 
current late oL saving, tlien inflation will result to the extent of the 
additional purchasing poivcr so used. 

From the viewpoint of the finance mechanism alone, inflation can 
be avoided for the most part by an appropriate tax program. This 
does not mean that the financing of the entire cost of the war 
through taxation ivould have been necessarily a ivise policy. The 
oppressive natiue of some of the necessary tax measures may have 
caused undue hardship to many low- and middle-income families 
and conceivably could have reduced incentives ivliich in turn tvould 
lead to reduced output per worker, dampened managerial incen- 
tives, and generally could have jeopardized the high volume of pro- 
duction so essential to military success. Likewise, an appraisal of 
tlie considerations of practical politics indicates the manifest un- 
popularity of financing the entii*e cost of the war out of taxation- 
considerations which rightly or wrongly made such a progi’am all 
but impossible. It would appear, therefore, that the actual program 
ivas designed to achieve a compromise between a level of taxation 
which would produce the largest amount of revenue consistent with 
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tlie maintenance of efficient production and High civilian morale and 
the exigencies of die political considerations. 

BORROWING FROM THE NONBANK PUBLIC 

The excess of federal expendituie over tax revenues 
may be obtained by borrowing from the nonlianking sector of the 
economy. Under these circumstances the iin taxed excess purchasing 
power received by the community in payment ior the production 
of war materials is used to purcliase government bonds. The in- 
come is thereby transferred from the nongovernment sector to the 
government sector and does not create an excess demand for civilian 
goods. The deposits of commeicial banks are reduced ^vhen the 
community exchanges money for bonds and aie restored ivhen the 
government pays for its purcliases of goods and services. The net 
effect of this transaction is to keep the stock of money constant. 
The effects, therefore, am similar to those obtaining ivhen the funds 
are raised through taxation, in that inflation is in large measure 
avoided ivhile this bon'owing from the nonbank public continues. 
One iinpoitant qualification is that the community now holds claims 
against the Trcasiuy which can presumably be transformed into 
cash at a later date. These claims are therelore potentially inflation- 
ary as the community is in a position to exchange bonds for deposits 
at the conclusion of the conflict.^ Thus, such a program merely post- 
pones the inflation problem. 

BORROWING FROM THE BANKING SYSTEM 

Gommercial Banks When the Treasiuy borroivs 
from the commercial banks, the result is an Increase in the monetary 
stock. The banks merely increase their deposit liabilities and dieir 
assets in the same manner that botli deposits and loans are increased 
when individuals or businesses borrow from tlie banks. The me- 
chanics of such a program involves the purchase of government 
obligations from the Treasury with payment being made by the 
transfer of reserve balances from die account of the purchasing 
banks to the account of the Treasury on the books of the Federal 
Reserve banks. When the Treasury spends the money, the funds are 

^ J. M. KcyncH tliacuases iwo notiom of impoctance in his book How (o Pny for the 
War (New York, 1940). First he suggested a system of compulsory savings termed 
“defeired pay” whlcli would force the community to buy govcinmcnt debt in suC* 
fleient volume to olTsct the tiix deficit. Second, he realized the danger of postwar infla- 
tion and therefore included In the program a capital levy designed to remove part of 
this OVC 1 liang of liquid assets aftei the war. 
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deposited by the recipients in the commercial banks with a conse- 
quent shifting of balances from the account of the Treasury back 
to the reserve balance accounts of the toranicrcial banks. The net 
lesult is an increase in the government debt Iicid by the commercial 
banks and a corresponding inaease in private deposits held by the 
community. Where the commercial banks hold goveinmeni deposits, 
the process is as direct as in the afoiementioned case of the banks 
making commercial loans. The ability of the commercial banks to 
expand their deposits is, of course, dependent upon the amount of 
reserves held by these institutions and the legal reserve ratios in 
effect at the time the transactions take place. 

Federal Reserve Banks® Treasui 7 boiTO'iviqg from the central 
bank is the most expansive method of Treasury financing. This 
method of deficit financing involves the sale of Imnds to the Federal 
Reserve banks and the crediting of the Treasury’s deposit account, 
thus correspondingly increasing the assets and the liabilities of the 
Federal Reserve banks. When tlie Treasury uses die money to make 
payments for goods and services purchased, the Federal Reserve 
banks ineroly transfer the funds from the Treasury’s deposit account 
10 the reserve balance accounts of the comniei(,ial banks as they 
present the Treasury’s dmfts for payment. There) ore, not only are 
the deposits and the reserve balance accounts ol the member banks 
increased pari passu with the volume of Treasury debt issued, but 
what is especially significant, these reserve balances may be used as 
the basis of a multiple expansion of commercial bank deposits. The 
expansive character of this method of deficit financing results from 
the increase in the stock of money as ivell as from the encoumgement 
given to the banking system to pursue an expansionary policy. In a 
real sense this method of financing government requirements is 
similar in its effects to the use of die printing press to issue paper 
money. 

■ THE PERIOD OF WAR PREPARATION} 1939-1941 

The outbreak of the European war in September 
1939 found die American economy (with a large pool of unem- 
ployed resources, both manpower and material) struggling to re- 
cover from the depiession. Despite a decade of population growth, 
die physical index of production stood at 109 (1935*1939 a 100) as 
compared with 112 in 1929, and unemployment was estimated in 
excess of 8 million out of a total labor force of 55 million. The 
significance of this situation lay in the simple fact that output could 
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be increased tremendously by drawing unemployed workers and 
idle plant capacity into production. 

The monetary system was also in a strong position to expand. In 
June the money stock of $34 billion included $7 billion of ciurency 
in circulation and $27 billion of demand deposits (adjusted). Excess 
reserves amounted to over $5 billion, and tlie monetary gold stock 
exceeded $17 billion, of which less than $7 billion was required to 
be held against the liabilities of the Federal Reserve banks. 

The first impetus to monetai^ and industrial expansion was pro- 
vided by a wave of panic buying in September 1939, which caused 
wholesale prices to rise fTom 75 in August to 79 in October. By 
October 1940 the index had declined slightly. Increased production 
more than kept up with increased demand. It is characteristic of the 
change from underemployment to near-full employment, that from 
the summer of 1939 to the summer of 1940, manufacturing output 
increased by 15 percent but the aggiegate lalior hours performed 
increased only by 9 percent; “ increases in productivity offset in- 
creased labor cost. 

After the First buying panic subsided, the stimulus to demand 
came piintipally from outers placed by European belligerents-rein- 
Eorced by Lend Lease from early 1941. Consumer outlays, gross pri- 
vate capital expenditures, and government expenditures— swollen 
by the rearmament progiam— all continued to increase. Income pay- 
ments and industrial production rose lapldly in the year ending 
June 1941. Whereas the wholesale price index had increased mod- 
erately m the year ending June 1940, evidences of substantial pi ice 
inflation were demonstiated in the rise of over 15 percent in the 
wholesale price index in the following twelve months. 

The Federal Reserve System vieived its function as providing tlie 
lubricating mechanism of the defense boom. Dining the latter 
months of 1939 only minor clianges weie made in the discount rate 
so that the established level of 1 percent and percent was main- 
tained. Reserve requiiements were unchanged below tlie statutory 
maxima at 22 % perc’ent, 1714 percent, and 12 percent against de- 
mand deposits and 5 percent against time deposits. The major 
vehicles for relaxing credit should the need arise were open-maiket 
purchases of government obligations and permitting the predictable 
inflow of gold to exert its full effect upon the reserves of tlie banking 
system. Aside from temporary stabilizing operations, the Reserve 
banks found it unnecessary to become purchasers of government 
debt on net balance. From 1939 through 1941 government security 

9 W. Fclliicr, “War Finance and Iiiilatlon/’ T/ie Amerlcati Economic Reoieva (June 
1942). p. 238. 
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holdings of the Reserve l^anks actually declined niodenately fiom 
$2.5 billion m 19B9 to $2.3 billion at the end ot 1941. 

By the spring of 1941 concern over the problem of inflation was 
evidenced in oflicial circles. The dangers that the United States 
would become an active belligerent in the European war increased 
tlie hazards of inflation. Realizing tlie potential impact on the econ- 
omy of increasing government expenditures without proportionately 
increasing tax revenues, the Treasury and the Reserve System 
pursued tlie adoption of anti'inflationary measures. Taxes were in- 
creased in the Revenue Act of 1941, and efforts were made to stimu- 
late savings through the purchase of defense bonds. Selective price 
control on a moie or less informal basis wa.s utilized late in 1941. 
Despite the fact that excess reserves of the member banks fell 
sharply, the Reserve System took no measures to aid the money mar- 
ket. Reserve requirements were raised to their legal maxima late in 
the fall and Regulation W (dealing with installment credit terms) 
was put in effect in September. The entire structure of interest rates 
began to rise in late 1941, and the use was allotvcd to go unchecked 
until the spring of 1942. 

■ THE PERIOD OP ACTIVE UNITED STATES PARTICIPATION: 

1942-1945 


After the attack on Peail Harbor bi ought us actively 
into the war, the national concentration on war output began in 
earnest. The remarkable characteristic of the American economy 
tvas its ability to meet military requirements and at the same time 
increase total civilian output, inenreases in civilian employment, 
longer working hours, and increases in output ])er woiker made 
this accomplishment possible, 

TRBASURY FISCAL POLICY 

Beginning in the latter part of 1941 the Treasury 
appealed to Congress Cor sharp increases in taxes. In that year in- 
come tax exemptions for individuals ivere reduced and lates were 
increased; the total number of taxable returns rose from less than 
4 million in 1989 to more than 42 million in 1944. Corporate in- 
come taxes weie raised, and an excess-profits tax was imposed. 
Finally theie were increases in the excise taxes. 

From July 1, 1941, through June 80, 1946, the Treasury spent 
some $370 billion. Total tax receipts during this period amounted 
to $169 billion, leaving some $201 billion to be financed through 
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bonowings. Thus, some 46 percent of the total expenditures were 
raised by way ol taxation as compared with approximately 28 per- 
cent laised by taxation during World War I (1917*1919). This can 
hardly be called the maximum that could have been so raised with- 
out impaning either our basic institutions or the level of output. 
In England the percentage of war expenditures raised through taxa- 
tion was somewhat higher,* and it must be borne in mind that the 
higher living standaids prevailing in the United States would have 
made tax rates at the same percentage of incomes less onerous than 
in England. 

In addition to the $201 billion which was borrowed to finance 
expendituies, an additional $13 billion was borrowed to build up 
the Tieasury’s cash walking balance. The $214 billion which the 
Treasury was unable to obtain by taxation rvas raised by the sale 
of debt obligations to the banking system, other financial institu- 
tions, and the general public. Approximately $128 billion of gov- 
ernment obligations were sold to nonbank investors. Since these 
sales reduced income available to purchase civilian output they 
can be viewed as noninflationary during the war. They did, how- 
ever, increase the liquid asset holdings of the community which 
created a serious postwar inflationary potential. Sales to the Federal 
Reseive banks totaled some $22 billion during the period. The sales 
weie hyperinflationary as they increased member bank reserve bal- 
ances by a like amount, thus making a multiple expansion of bank 
deposits possible. At the same time some $64 billion of debt obliga- 
tions were sold to the commercial banks which expanded the money 
stock by a like amount. 

Treasury debt policy sought to attain three principal objectives. 
First, the Treasuiy sought to place as large a pinportion of the debt 
w'ith nonbank investors as could be successfully sold. Second, the 
Treasuiy sought to finance the war at histoiically low interest rates 
presumably to minimize the burden (interest cost) of the national 
debt. The third objective of the Treasury was to maintain the federal 
credit by keeping tlie bond market stable and to permit no unsold 
residue of its public bond offerings to exist. Now, it is apparent that 
these ends are not necessarily compatible. Placing the debt entirely 
with the public while at the same time refusing to offer the induce- 
ment of higher interest rates necessitated a resort to a numbei' of 
devices. Issues were tailor-made tor different classes of investors, with 

H In t9‘l3<194>l. the pcicentagc of total revenue to total e\pendiuire tras 44 4 percent 
in tlic United States and 61.2 perceni in the United Kingdom: Sec li. S. Treasim 
Department, Cotnpomon of Taxes in the United StaieSf United Kingdom and Canada 
(Washington, 1945), p. 5. 
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the general public being offered nonmarketable obligations which 
could involve no capital losses it redeemed prior to matmity. To 
induce tlie purdiase oh these obligations, tlie Treasury engaged in 
active sales promotion, using all the modern devices of high-pressure 
advertising, complete with singing commercials and motion pic- 
tures. Also, the crusade for low interest rates made the problem 
of maintaining stability more diflicult as it required dependence, in 
large measure, on slioit-term issues ivhich in turn meant that the 
Treasury would be constantly engaged in marketing new obligations 
for refunding purposes. It is at least debatable that some increase in 
interest rates could have interested more individuals in the purchase 
of government bonds and thus reduced the need for much of the 
short-term debt; especially since much of this short-term debt found 
its way into the banking system, thus swelling the stock of money. 

PBOBRAL RBSERVE POLICY 

The Reseiwe System's exercise of monetary restraint 
^vhicli ensued during most of 1941 ended early in 1942. Rising inter- 
est rates and lagging bond sales were endangering the iinancing of 
the public deficit. 

After the attack on Pearl Harbor the Board of Governors issued 
a statement to the effect that the Reserve System could and would 
see that the Treasury was assured of all the funds needed for war 
finance. The debt program of the Treasury became the principal 
somce of policy for the Federal Reseiwe System. The System ivas to 
be the special instrument of the Treasury in promoting the war 
finance program. Dming the active war period infiaiion, although 
a source of major concern, was left to the agencies of direct eco- 
nomic controls, such as the Office of Price Administration, the War 
Production Board, and the War Labor Boanl, and to the selective 
instruments of control at the disposal of the monetary authorities. 

A major objective of war finance, already noted, was to derive the 
largest possible amount of war funds from current income and from 
savings and to depepd as little as possible on the creation of bank 
credit to supply the Treasury witli funds. In order to assure mini- 
mum recourse to bank credit, all the psychological pyrotechnics of 
modern advertising and sales promotion would be used to persuade 
the piililic to buy government bonds. Another important objective of 
tlie Reserve System and the Treasury was to maintain the structure 
of Intel est rates at approximately the levels existing at the beginning 
of the ivar. 

In furtherance of these aims the Reserve System undertook to 
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supply banks with additional reserve funds after those a\^ilable at 
the beginning had been utilized. Large-scale purchases of govern- 
ment securities by the Reseive Banks were made almost continuously 
as the occasion demanded in response to the need for support by one 
or another of the government bond issues, and they ^vere made 
in order to provide die banks* grooving need for required reserves as 
deposits increased and the public demand for currency increased. 

Toward the end of 1942 reserve requirements in central reserve 
city banks were reduced from 26 to 20 percent. This step was under- 
taken in order to maintain adequate reserves in the Neiv York and 
Chicago banks since these banks were losing reserves to other regions 
as government funds raised in disproportionate part in New York 
and Chicago were spent in other parts of the country in payment of 
war contracts. By reducing reserve requirements for reserve city 
banks their excess reserves ^vere increased thereby encouraging fur- 
ther purchases of government issues by these banks. 

Discount rates on collateral notes from member banks secured by 
United States Government securities and other eligible paper were 
reduced to 1 percent by those Reserve banks which had highei rates 
in force. In October 1942 the preferential rate of % percent was 
established on advances to member banks secured by Treasury 
obligations maturing within 1 year. 

In order to prevent yields on government securities from rising 
above tlie pattern agreed upon with the Treasury, the Reserve au- 
thorities utilized open-market purchases on a vast scale. The Reserve 
banks established a fixed buying rate of % percent, at which rate 
they ivould buy all Treasury bills offered by the market. To make it 
even more convenient for the banks to buy bills, the Reserve banks 
agreed to resell any of these bills on demand at a fixed rate. Thus, 
Treasury bills ivere in effect converted into interest-bearing excess 
reserves. Banks ivere encouraged not to hold excess resewes but in- 
stead to let the Treasury have use of the money witli the understand- 
ing that the bills could be passed on to the Reserve banks when, 
as, and if the banks needed to augment their reserve accounts. 

The bill repiirdiase program together ^vith support for other gov- 
ernment securities made the short-term Treasury obligations less 
attractive than the longer-term issues. The result was a practice that 
came to be known as "playing tlie pattern of rates.” A purchaser of a 
%-percent certificate, for example, could sell it at a premium ivhen 
it came within 3 months of maturity because its coupon rate ^vas 
% percent ivhile the fixed rate on 3-montIr paper was only % per- 
cent. Thus, the purchaser of the certificate after holding it for 6 
months could sell it and obtain a substantial bonus. As long as the 
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fixed pattern of rates was maintained by the Reserve System, market 
forces did not iron out such discrepancies. Playing the pattern of 
rates resulted in more securities being purchased by banks than 
would otherwise have been the case. 

As long as the Treasury and the Reserve System announced that 
they would pi event any movement from the established pattern of 
rates, a long-term security ’was just as liquid as a sliort-term security. 
However, die longer-term issues carried higher yields. Thus, early in 
the war the investors' preference for longer-term issues became clear. 
The result was that the short-term issues were ultimately sold to the 
Reserve banks, and with the added reserves greater bidding for the 
long-term issues became pronounced. 

Congress aided the Treasury in its financing operations by three 
specilic acts. Early in 1942 the Reserve Act was amended to permit 
tile Treasury to sell its obligations diiectly to the Reserve banks. In 
1943 war loan deposits (credits given to the government on the books 
of banks in payment for war loans) ivere exempted from reserve 
requirements and from deposit insurance assessments. The original 
intent of this provision was to make the banks more willing to buy 
government securities when this was desired. When the banks pur- 
chased govei'iiment debt for their oivn account, they transferred the 
.deposits to the Treasuiy account which was exempt from reserve 
requirements. Moreover, when a bank’s customers bought govern- 
ment securities and paid for them by transferring their deposits to 
tlie deposit account of the Treasury, the amounts were exempted 
from reserve requirements. Thus, required reserves were released 
during the war loan drives, and the banks used these excess reserves 
to purchase government securities or to make loans to customers who 
wished to buy government debt. Between war loan drives ivlien the 
government deposits were 'ivithdrawn to pay for war contracts, the 
deposits of private citizens and business firms increased, thus re- 
quiring additional reserves. The banks sold securities to the Reserve 
banks to augment their reserve accounts. The result ivas bank 
credit increased both during and between war loan drives. Finally, 
in 1945 when the Reserve banks’ gold-certificate reserve had fallen 
sharply and was approaching the legal limit. Congress reduced the 
gold-certificate requirement of the Reserve banks from 40 to 25 
percent. This reduction in central bank reserve requiiements per- 
mitted die banks to increase their liabilities on the basis of their 
existing gold-certificate reserves. 

The only significant efforts made by the Federal Reserve System 
to counteract inflationary pressures were in the area of selective 
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credit controls. Regulation of loans to carry securities were tightened 
with margin requirements eventually reaching 100 percent. Control 
over consumer credit ^vas broadened, and the terms of installment 
purchases drastically restricted. There is no doubt that these meas- 
ures, applied during a period of rising security prices and contract- 
ing supplies of durable goods, played a part in reducing the price 
pressures in these areas. They must, hoivever, be regarded as sup- 
plemental and a ^veak substitute for liigh taxes and control over the 
money stock. 

The expansionary monetary policy pursued during the war is evi- 
dent in Table 62. 

TABLE 62 


ECONOMIC AND MONETARY EFFECTS OF WORLD WAR ll 

(In billions of dollars) 



Befoie the war, 
December 
1939 

At end of war, 
December 
1945 

Federal debt 

48 1 

2794 

Other debt 

161 

185 

Federal Reserve bank credit 

3 

25 

Member and nonmember bank credit: 

United States Government seairities 

19 

101 

Other loans and investments 

31 

39 

Total 

50 

140 

Bank deposits: 

United States Government 

1 

25 

Other than United States Government 

67 

124 

Currency outside banks 

6 

26 

Liquid assets *> held by public « 

69 

228 

Gross national product (annual totals) 

91 

213 

Wholesale prices (1939 =s 100) 

100 

135 

Cost of living (1939 « 100) 

100 

130 


Source; E. A, Goldenweiser, American Monetary Policy (New York, 
1951), p. 197. 

a To obtain net deliL deduct United States Government deposits shown below, 
t* Deposits and United States Government securities, 
c Outside of I'reasury, Fcdcrnl Reserve, and other banka. 

The monetary stock increased sharply. Deficit financing by the 
federal government and the banking system's purchases of govern- 
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merit seairities were the driving force behind monetary expansion. 
Bank reserves to enable banks to purchase government debt rvere 
supplied libeially by the Reserve banks. Liquid assets held by the 
public were trebled. Price increases over the period were surprisingly 
moderate although deterioration in quality of products, and black* 
market prices are not portrayed by the price indexes. 

■ POSTWAR INFLATION: 1946-1949 

Witli the successful conclusion of the war the major 
economic problem of the United States was the reconversion of the 
economy to production of civilian output. In view of the oft«ex- 
pressed fears of a postwar depression, various measures designed to 
encourage production ivere undertaken in the summer of 1945. 
Manpower and wages were released fi*om effective control; most 
industrial production was freed from War Production Board con- 
trols. The Revenue Act of 1945 eliminated the excess-profits tax and 
reduced corporate normal and personal income taxes. Price controls 
were not substantially lenioved until the summer of 194C. 

Tlie reconversion of industry from ivar to peace j^roceedcd in an 
unexi^ectedly smooth fashion without the substantial unemploy- 
ment that had been feared. In 1946 ns many civilian goods began 
to reappear and price controls were terminated, the economy en- 
tered into a boom of very large jiroportions. The consumer price 
index rose sharply and continued to rise to a peak in August 1948; 
the wholesale price index rose too, reaching a peak in September 
1948, The index of industrial production lose to a peak in the latter 
montlis of 1948. The combined influences of rising jirices and in- 
ci'eased production resulted in a rise in gioss national product from 
$211 billion in 194G to $259 billion in 1948. During 1949 tlie up- 
\vard course of economic activity was reversed temporarily. The 
consumer price index as well as the wholesale price index declined; 
industrial production fell during the first half of the year; the gross 
national product was somewhat lower than in the preceding year. 

TREASURY FISCAL POLICY 

At the end of the war the Treasury tvas in a strong 
position to pursue anti-inflationary policies by utilizing the $25 
billion of cash balances available in the general fund. These funds 
represented for the most part unused receipts from the final Victory 
Loan Drive. Had these funds been used to retire federal indebted- 
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ness held by the Reserve banks the banking system would have been 
under tremendous pressure to reduce the stock of money.^ 

During 1946 most of the Treasury's cash balance was used to retire 
federal Indebtedness; by the end of 1946 the federal debt was re- 
duced from $279 billion to $260 billion. The bulk of government 
debt that was retired iras held by the commercial banks. The issues 
purchased from the banks ^vere mainly bills and certificates. Com- 
menting on debt retirement in 1946, the Board of Governors stated 
“Retirement of securities held by nonbank holdern resulted in a 
shift of deposits from Treasury war loan accounts, against which no 
reserves were required to be held, to other accounts, against ivliich 
reserves ivere required, and thus increased the reserve needs of 
banks. Retirement of bank-held debt reduced Treasury deposits at 
banks and bank holdings of short-term securities by corresponding 
amounts and had no effect on the reseiTC position." " 

As long as the bulk of debt retirements were mere bookkeejiing 
transactions on the books of the commercial banks, the effect was to 
cancel out assets against liabilities with no effect upon either re- 
quired or excess reserves. The debt retirement program took up a 
large volume of the banks’ secondary reserve. Any reduction in pri- 
mary reserves was made good by the banks’ sales of government 
securities to the Reserve banks at the support price. Dining 1946 
the Treasury reduced the federal debt held by the Reserve banks 
by some $4.5 billion; the deflationary effects of this operation were 
largely offset by $3.5 billion of government bonds purchased by the 
Reserve banks in their bond-support program. 

During 1947 and 1948 the Treasury continued its debt-retirement 
progiam. Unlike the earlier period, debt retirement was financed 
largely fiom a current budgetary surjilus. The cash surplus deprived 
the community of disposable income to finance its purcliases of cur- 
rent output. Beginning in 1947, the Treasury confined its retire- 
ments largely to Federal Reseive holdings of maturing certificates 
and Treasury bills. This policy resulted in a drain on bank reserves 
(and insofar as commercial bank holdings were retired, resulted in a 

* The mechanics of this operation would be as follom. Withdrawals or trar loan 
accounts from commcrclai banks would be used by the Ticaaury to Tctiie government 
securities held by the Rcscive banks. Thus the asset govcinmcnt securities on tlic 
Imoks oC the Rcscivc banks would (all. At the same time the Reserve banks wotild 
debit the icscrvc accounts of the mcmbci banks in collecting the cEiecks drawn on the 
member banks by the Trcasuiy. Thus, on the books of the Rescivc banks assets (gov- 
ernment securities) and liabilities (due to member banks' icserve accounts) would he 
decreased. Tlic decline in reserves would force member banks to deciease liabilities 
by calling theii loans 

i Annual Report (104Q, pp. R-8. 
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reduction in bank liquidity). While the retirement oE debt held by 
the Reserve banks was sizable and adveisely affected the reserve posi- 
tion o£ the member banks, contrary forces were at work which re- 
plenished the reserve accounts of the banks. Heavy piiichase by Re- 
serve banks in maintaining the bond-support program, an influx of 
gold, and a reduction in currency in circulation more than offset 
the reduction in bank reserves resulting fiom the debt retirement 
program. The return of a cash deficit eliminated the possibility of 
debt retirement by the Treasury in 1949. 

FEDERAL RESERVE POLICY 

The Treasury’s preoccupation with the maintenance 
of low interest rates on its debt severely limited the scope of the 
Reserve System’s anti-inflationary activities. In point of fact, the 
Reserve authorities favored low interest rates too. In 1945 the Board 
stated it "does not favor a higher level of interest rates than the 
Government is now paying," “ 

Despite the expressed desire to maintain intcicst rates on both 
short- and long-term government debt at the unpiecedentedly low 
wartime levels, the authorities were not entirely successful. Because 
of heavy sales of short-term issues and large-scale purchases of the 
longei issues, yields on long-term issues declined throughout 1945 
and the early part of 1946. In the spring of 1946 the Reserve banks 
eliminated the preferential discount rate of % percent on advances 
to member banks secured by government obligations maturing or 
calLable within 1 year. Since member bank indebtedness was small, 
this step had merely symbolic significance as a step in the direction 
of prewar conditions. During the balance of the year all interest 
rates increased, although they remained lower than they had been 
in 1946. 

In 1947 inflationaiy forces continued to dominate the nation’s 
economic activity. Some modification of the interest rate pattern 
became imperative, with the recognition on the part of the Board 
and the Treasury that the differential in yield between the long- 
term and short-term rate could only lead to extensive shifting by 
commercial banks from bills and certificates into longer maturities. 
In its 1946 Annual Report (p. 5) the Board argued: "The tendency 
for banks to sell short-term securities to the Reserve System and 
purchase longer term issues may recur at any time. The inducements 
foi such shifts could be diminished by a nai rowing of the margin 

o/fniiufi/ Report (1945), p. 4. 
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betiveen sliort-term and long-term rates on market issues of se- 
curities." 

In July 1947 the Reserve authorities and the Treasury agreed 
upon a policy of permitting rates on short-teim securities to rise. 

• The System discontinued its buying rate which had been fixed at % 
peicent since 1942. The bill rate rose to 1 percent and the rate on 
certificates rose steadily to percent in October 1948. The rise 
in short-term rates was effective in encouraging banks to increase 
their holdings of short-term securities. Thus, within the limitation 
imposed by the pegged long-tenn rate, short-term interest rates ivere 
allowed to find their market level. 

Long-term rates continued to be under the influence of the "peg." 
In June 1945 the Federal Reserve banks held but $1 billion of 
Treasury bpnds out of total holdings of $22 billion of governments. 
By the middle of 1947 Reserve bank holdings had been reduced to 
about .$700 million with no substantial change in total holdings of 
governments. With the increase in short-term rates, pressure devel- 
oped on the medium- and longer-term maturities. The shoit-term 
obligations became more attractive to banks, and at the same time 
nonbank institutional investors found substitute investments in the 
private capital market. These investments provided considerably 
more return than did Treasury obligations. Under the pressure of 
sales government bond prices fell and interest rates rose. As a conse- 
quence, the Federal Reserve banks found it necessary to support the 
long-term securities in the fall of 1947. Bonds ivere purchased ac- 
tively at over a point above par for the longest term 2H-p^rcent 
issue, and toward the end of the year the support price was loivered 
to 100‘/4. It was stated immediately, however, that the Federal 
Reserve System "will noiv buy bonds aggressively, in such amounts 
as might be necessary to clear the market." ^ During the last half of 
1947 and the first quarter of 1948, the Fedeial Reserve banks in- 
creased their holdings of bonds by about $5 billion, while at the 
same time they reduced their holdings of bills and certificates by 
approximately the same amount. 

The continued support of the bond market meant that the Federal 
Reserve System ivas deprived of its principal weapon to control 
inflation. Open-market operations could not be used to combat in- 
flation, and the support of the bond market also rendered the dis- 
count rate ineffective. 

Despite the expansive effects of the support program, the Board 
exercised some of its powers to limit the effect of such purchases 

t Monthly Review (Federal Reserve Bank of New York, January 1948). 
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Upon bank credit expansion. Higher short-term rates were designed 
to encourage banks and others to purchase short-teim securities from 
the Reserve banks. Increases in reserve requirements also provided 
a means of immobilizing the additional reserves created by the sup- 
port program. 

During the fii*st half of 1948 the Board employed virtually all the 
remaining authority it had to increase reserve requirements. After 
February 26 reserve requirements against demand deposits were 
increased in central reserve city banks from 20 to 26 percent; in 
reserve city banks there was an increase from 20 to 22 percent; and 
in country banks from 14 to 16 percent. ReseiTes against time de- 
posits were increased from 6 to 7% percent. The inflow of gold plus 
the sale of government securities augmented the reserves of the 
member banks. Despite tlie increase in deposit liabilities and in 
reserve requirements the excess leserves of member banks rose. 
Thus, the increase in reserve requirements did not curtail the expan- 
sion in the stock of money; it meiely led to a tiansfer of earning 
assets from member banks to the Reserve banks. 

In the face of the dilemma raised by the support program, the 
Board urged passage of an effective tax progiam and encouragement 
of the sale of Treasury obligations to nonbank invcstot*8. In addi- 
tion, it requested passage of a secondary reserve proposal which 
would permit the Board to exercise its traditional powers by divorc- 
ing the Treasury securities market from the private capital market.® 
Tlius, interest rates on nongovernment obligations would be allowed 
to rise as credit was tightened. As an alternative, it proposed that a 
straight increase in reserve requirements of 10 percent be made to 
apply to all banks including nonmember institutions. Finally, the 
Federal Resei've Board insisted on the readoption of qualitative 
credit controls on consumer credit which had expired in November 
1947. Congress acted on these requests by granting the Board emer- 
gency power to raise reserve requirements an additional 4 per- 
centage points and to reimpose consumer credit controls. 

In the fall of 1948 it became increasingly apparent that a down- 
turn in economic activity was in the making. In early 1949 prices 
fell further, bank loans were liquidated, production slackened and 
unemployment increased. Federal Reserve jxilicy was reoriented to 
counteract the "recession,” Reserve requirements were reduced four 
times; consumer credit control was relaxed before authority for its 
regulation expired; margin requirements were lowered. During the 
fall of 1948 a brisk demand for government serin itics enabled the 

KScc Chapter 18. 
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Reserve banks to sell substantial holdings. The effect of these sales 
was to reduce member bank reserves in a downturn in economic 
activity. In the face of this action the Reserve System announced, 
in turn, that it would permit fluctuations in pi'ices of government 
obligations and tliat purchases and sales ^vould be made "with pri- 
mary regard to the general business and credit situation." That this 
pronouncement did not mean abandonment of the support progiam 
was clear from the statement that "The policy of maintaining orderly 
conditions in the Goveimment security market, and the confidence 
of investors in Government bonds will be continued.” “ 

The over-all impression of monetary policy during the postwar 
years is complicated and confused. The Reserve System's support of 
the federal debt eliminated the effectiveness of the simple monetary 
control devices. Consideration for the interest rate on the federal 
debt became the major goal of monetary policy in fact, even if not 
so stated. 

■ POST-KOREAN INFLATION 

JUNE 1950-MARCH 1951 

In early 1950 there were striking evidences of recov- 
ery from the inventory adjustment in 1949. Industrial production 
and employment increased, commodity prices moved up, and total 
spending was at record highs. By mid'1950 inflationary pressures 
had reappeared as the economy operated at close to normal capacity. 
Expansion was facilitated by the continuance of the easy-money 
policy which arose to counter the recession in 1949. 

The Korean outbi*eak greatly accentuated the inflationary forces 
in the economy. A consumer-buying wave hit the country soon after 
the attack on Korea and reappeared around the end of 1950. Busi- 
ness scrambled for materials to build up inventories and to expand 
plant and equipment. The pace of government stock piling was ac- 
celerated. Labor obtained a substantial round of wage increases. 
The inevitable result of these forces was one of the sharpest rises in 
commodity prices that this country witnessed in the twentieth cen- 
tury. From June 1950 to March 1951 wholesale prices* rose some 16 
percent. 

During this period the government accumulated a cash surplus of 
over $7 billion. Therefore, the inflation cannot be attributed to 
government deficit financing. Tlie forces making for price rises ivere 
mirrored in a rapid expansion of private credit as is seen in Figure 

^Federal Reserve Jiulletin (July 1941^, p. 790. 
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58. Total bank loans increased by over $10 billion— one of the largest 
increases chat has ever occurred in a period o£ compaiable length. 


FIGURE 58 

SELECTED ECONOMIC FACTORS IN THE POST-KOREAN BOOM 
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9.9 Federal Spending 
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2.9 Money Supply 


Source: U. S. Congress. Joint Committee on the Economic Reiiort. 
the Paunan Report, p. 12. 


Consumer credit expanded, and real estate financing rose to all-time 
heights. 

The immediate reaction of the Congress was to pass the Defense 
Production Act of 1950 to become effective in September. A com- 
prehensive freeze of prices and wages was not undertaken until 
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January 1951. Two tax bills were passed in 1950; these acts substan* 
tially increased the tax collections o£ the Treasury. 

During the period June 1950-March 1951, while prices were ris- 
ing, some modest steps were taken to^vard the institution of a 
stronger monetary policy. In January 1951 the Board of Governors 
increased margin requirements from 50 to 75 percent. Under the 
terms of the Defense Production Act, tlie Board in September 1950 
issued Regulation W imposing controls on installment credit. In 
October the Board issued Regulation X imposing selective controls 
on credit for the purchase of new housing. Under the terms of the 
Defense Production Act a Voluntary Credit Restraint program was 
initiated in March 1951. The Board of Governors, under authority 
delegated to tliem by the President, appointed a committee repre- 
senting commercial banks, life Insurance companies, investment 
bankers, mutual savings banks, and savings and loan associations. 
Although the program ivas under the sponsorship of the Board, it 
was entirely voluntary in character. The basic method of operation 
of the program tvas the establishment of broad criteria according to 
which lenders coujd screen loan applications and divert loans from 
nonessential to defense production. 

In the field of traditional measures of general monetary controls, 
the Board was still suffering from the handicap of supporting the 
long-term government bond market. In August 1950 discount rates 
at all Reserve banks were increased from to 1% percent. This 
action was taken despite objections from the Treasury whicli had 
earlier announced the issue of two refundings of 13-month certifi- 
cates at U/4 percent. This resulted in a strange situation. On the 
one hand, the System, desiring to tighten short-term rates, sold 
Treasury bills and notes at yields above tlie pattern set by the Treas- 
ury offering. On the other hand, the Reserve System supported the 
Treasury’s refinancing operations by acquiring all called and matur- 
ing issues offered to it. Open-market operations ^vere the largest 
on record. In six weeks the Resei've System purcliased nearly §8 
billion of the called and maturing issues. 

The difference of opinion benveen the Treasury and the Reserve 
System ^vas publicized as an open breach in relations and led to 
uncertainty about interest rates in the financial markets. At the same 
time institutional investors confronted with continuing large de- 
mands for funds sold off their long-term government holdings. The 
Reserve System supported the long-term market while permitting 
short-term rates to rise gradually. In November the Treasury ac- 
cepted the rise in short-term rates and announced an exchange offer 
for the year-end financing at rates reasonably close to those prevailr 
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iiig in the money market at the time. Tims, by the end of 19.^)0 short- 
term money rates wei'e at levels higher than at any time since the 
early 1930*5. 

Just before the close of the year the Resen'e authorities an- 
nounced increases in reserve leqiiirements to become effective in ' 
January and February 19,51. Reserve reqiiii ements iveie thereby 
brought to the statutory limit except for requirements on demand 
deposits in New York and Chicago banks. The Board’s action in- 
creased required resei-ves by about $2 billion. 

While the System's action was confined principally to increases in 
short-term rates, yields on long-term government bonds advanced 
too. The Reserve authorities continued to press for a rise in long- 
term yields. The Treasury officials expressed public dissatisfaction 
with a termination of the bond-supjjort progi'am. On March 4» 1961* 
a joint Treasury-Reseive System statement announced an "accord” 
as follows: “The Treasury and the Federal Reserve System have 
reached full accord witli resj>ect to debt-management and monetaiy 
policies to be pursued in furthering their common purpose to as- 
sure the successful linancing of the Government’s requirements and, 
at the same time, to minimi/e monetization of the public debt.” 

This was accompanied by an announcement that a iionmarketable 
294-percent bond would be offered in exchange lor the longest Tieas- 
ury bonds, the bank-ineligible 214'pcicent bonds of 1907-1972. The 
exchange offer was designed to take these marketable bonds out of 
the market and thus to reduce the support problems of the Federal 
Reseive System. The terms of the “accord” announced on March 4, 
1951, gave grounds for furtlier uncertainty as to the future of sup- 
port operations. Many investoi*s with outstanding commitments were 
interested in shortening their government portfolios. As a conse- 
quence, both the Federal Reserve banks and the government in- 
vestment accounts were forced to purchase substantial amounts of 
long-tei'm bonds in order to hold them at pai. 

On March 12, 1951* the Federal Reserve dropped the support 
price on long-term government bonds, and for tlie first time since 
1937 long-terms wei*e quoted below par. The change in credit policy 
had repercussions in the private sector of the capital market where 
corporate bond yields rose. 

The substantial inflationary pressure between June 1950 and 
March 1951 occurred during a period of strong fiscal policy char- 
acterized by a substantial Treasury cash siuplus. Weak monetary 
policy was one of the major elements underlying the inflation. As 
is evident in Table 63, reseives available for expansion in the bank- 
ing system increased by a net amount of $1.1 billion. The $4.3 bil- 



QUESTIONS AND PROBLEMS 


719 


TABLE 63 

INCREASE IN RESERVES AVAILABLE FOR EXPANSION IN THE BANKING 
SYSTEM, JUNE 30, 1960, TO MARCH 28, 1961 

(Billions o£ dollars) 


Increase in government security holdings o£ the Federal 


Reserve banks -(-4.3 

Increase in all other Fedeial Reserve credit -|-0.9 

Decrease in monetaiy gold stock —2.4 

Decrease in money in circulation -{-0.1 

Other factors, net -{-0,2 

Increase in member bank reserve balances -|-3.I 

Less: Increase in required reserves due to increases in reseive 

requirements —2.0 


Increase during period in reserves available for expansion -j-l.l 


Note: Direction of change of individual items indicated in words: “plus” 
and "minus" signs indicate effect on member bank reserve bal- 
ances available for credit expansion. Detail may not add to totals 
because of rounding. 

.Source: Board of Goveinors of the Federal Reserve System, repioduced 
in Patman Report, p. 16. 

lion increase in reserves stemming from Reserve banks’ open-market 
purchases were of^et by an outflow of gold as well as by a $2 billion 
inciease in reserve requirements. The rough equality in the per- 
centage increase in prices and bank loans raises serious question as 
to the extent to which a stronger monetary policy would have averted 
a substantial amount of price inflation which occurred in the period. 

QUESTIONS AND PROBLEMS 

1. a. Contrast Federal Reserve policy during World War 1 and Woild 

War 11, both as to objectives and techniques followed, 
b. Wherein do you think the later period was influenced by lessons 
learned during the earlier period? 

2. From the table in the Federal Reserve Bulletin entitled “Member 
Bank Re.scrves, Reserve Bank Credit, and Related Items” tabulate 
the changes in the vaiious factors influencing member bank reserve 
balances between December 31, 1941, and December 31, 1945. 

a. Indicate which factors inci cased and which decreased member bank 
leserves, and explain how eadi factor ojseratcd. 

b. Characterize Fedeial Reserve policy during the war period as a 
whole, and illustrate by reference to Figures 26, 56, and 57. 
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3. *' Along with this determination [when the United States became a 
belligerent in 1941] to maintain the 2% percent rate on long-term 
bonds, a policy was adojJted oE maintaining the existing pattern of 
rates, perpetuating the extraoidinarily wide range between shoil- and 
long-term money rates ■which had emeiged Iioin depression condi- 
tions. . . . What the government was powerless to do indefinitely 
was to maintain a'predeteiinined spread between the rales on short- 
and on long-term money. Yet this is just what the authorities attempted 
to do." (E. A. Goldenweisci, MonrUiry Managemeut^ New York, 1949, 
pp. 65-66.) 

a. l)y ivhat means did the government seek to enforce this decision? 

b. Evaluate tlie ci'iticism. 

4. From the table in the Federal lieseme lixdleixn entitled "Member 
Bank Reserves, Reserve Bank Credit, and Related Items" tabulate the 
changes in the various factors influencing member bank reserve bal- 
ances, between Decembei .31, 1945, and December 31, 1952. 

a. Indicate which factors incieascd and ivhich deci eased member bank 
reserves, and explain hotv each factor operated. 

b. Characterise Fedeial Reserve policy dining the postwai period 
as a whole, and lUiisuute by refciencc to Figures 26, 56 ami 57. 

5. At the close oi World War II "the Gieat Depression was vividly re- 
mem hcred and many people in oflirinl positions feared that widespread 
unemployment would again emeige." There was also "the new stress 
on maintaining 'full em|jluyiiient,’ " (L. V. Chandler, Inflation in the 
United States, 1940-1948, New York, 1951, p. 302.) 

a. ^Vhat effect did this li<tvc on Federal Reserve policy? 

b. What other factors inlluenced Federal Rcseive policy and how? 

c. What was the piactical effect of these policies? 

6. For the end of 1941, 1945, and 1952 tabulate from die Federal liesewe 
Bulletin the following data for the insiued commercial banks: total 
loans, total United State.s Covemment obligations, total other securi- 
ties (including municipal obligations). United States Government de- 
mand deposits, time deposits, and total capital accounts. 

a. Tabulate the changes in each item for each o£ the two periods, and 
arrange them in a table listing those which tend to inciease and 
those which tend to decrease die money stock, together with the 
net effect during each period. 

b. In the light of your tabulation, contrast the basis of die inflation 
in each of the two periods. 

7. "In the field of public debt management and credit policy, the year 
1951 ranks as the most eventful in recent history. The Federal Reserve 
aiidiorities ceased to support the government bond market at fixed 
prices and adopted a more Ilexible policy. There was a geuetal adjust- 
ment of bond yields and money rates to substantially higher levels." 
(Bankers Tiust Company, United States Securities and the Money 
Market, p. 1.) 

a, Tiace the steps by which rates on Treasury obligations, bodi short- 
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and long-term, were permitted to seek their own levels after ^Vorlcl 
Wai II. 

b. Indicate the reasoning underlying the decision to cease supporting 
the government bond market. 

c. Indicate the consequences and implications of the decision on the 
United States economy. 

8. In its report in 1952, the Subcommittee on General Credit Control 
and Debt Management of the Joint Committee on the Economic Re- 
port, stated; 

"The Subcommittee, theiefoie, rejects the idea that the Fedcial Re- 
serve System should be independent of the Government. . . . The 
formal independence ot the Board of Governois from the President 
is inevitably limited by the hard fact that fiscal and monetary policy 
must be cooidinated with each other and with the other policies and 
objectives of the Government if the Goveinnient Is to be of the great- 
est service to the Nation. . . . What is needed is not the best monetaiy 
policy or the best fiscal policy, each as ends in themselves, but the 
best over-all economic policy. . . . The Subconiinittee is inclined to 
believe tliat a degice of independence of die Board of Govei Rot's about 
equal to that now enjoyed is dcsiiable. . . . The Boaid of Governors, 
like all other parts of Goveinnient, must piny as part ol a team, not 
as an outside umpiie, and must ultiniatcly abide by the decisions that 
aie made by Congiess." [pp. 51-53] 

In his statement of views. Senator Paul H, Douglas (p. 73) maintained 
that it was 

“. . . lu'gently necessary that the Fedeial Reserve .System, if it is to 
have its present or incieascd monetary poiveis, must also have (a) an 
independence clearly suflicient to prevent its coercion, of course, by 
any piivate interest or, what is equally impoitant, by the Executive 
Branch of Government, (b) its monetary responsibilities sufliciently 
fixed in law, and sufficiently diffeientiated from those of othei agencies 
of Government diat the monetary responsibilities of the System are 
clear to other agencies, to the public, to Congiess, and to itself; and 
(c) the principles of its action also sufficiently fixed in law that they 
will be known to the Executive, the Congress, the public, and. above 
all and most important, to the Fcdeial Reserve System." 

Evaluate the opposing positions in die light of postwar monetaiy 
developments and the relation of the Treasury and the Fedei al Reserve 
System to the inflation which developed. 
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FINANCIAL 

INSTITUTIONS 


CHAPTER 27 


Financial Institutions and 
the Flow of Saving into 
Investment 


I N ouK discussion ot saving and investment in Chap- 
ter 19, we pointed out tJiat realized (ex-post) saving must be equal 
to realized (ex-post) investment. It will be recalled that their identity 
follows Irom the double-entry system employed in national income 
accounting. There is no need, hoivever, for planned (ex-ante) saving 
to equal planned (ex-ante) investment since decisions to save are 
made largely by one gi'oup and decisions to invest are made for the 
most part by others. If planned saving exceeds planned investment, 
national income will decline; conveisely, if planned investment 
exceeds planned saving, national income udll exjxind.^ 

Saving is the difference between income and consumption. Taken 
by itself the act of saving represents a withdra'wal from the income 
stream; it reduces the immediate demand for current output of 
goods and services whose production gave rise to income. If a decline 
in income is to be averted, it is necessary that a demand exist foi out- 
put produced equal to the amount of saving which occurs. TJie 
demand for product beyond what is spent for consumption is called 
investment, Investment by itself tends to increase the demand for 

i-ltcal imtlonal income will increase to the extent that idle productive resources 
exist In the event unutilized resources do not exist national Income in money terms 
may increase. 
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current output and thus national income. It is important to re- 
member that investment restores to the economy the income "which 
is withdrawn by tlie act of saving. Hence, investment is the necessary 
complement to saving, and saving must be translated into invest- 
ment if tlie economy is to continue to maintain high levels of in- '' 
come and employment. 

■ SOURCES AND USES OF SAVINGS 

Private saving occurs in two ways: (1) individuals, 
including unincorporated businesses, trust funds, foundations, and 
endowments choose to consume less than their cm rent income and 
(2) corporations pay out less in dividends in any period than they 
make in net profits.* 

The cliief normal use of saving in a private-enterprise system is to 
inacase the stock of economic goods or wealth of the economy. A 
second possible outlet for saving is through net increases in the debt 
of government regardless oE the extent to which tlie government is 
increasing its holdings of economic goods. The third disposition of 
saving is through net accpiisition of foreign securiiies and economic 
goods located abroad, 

Increases in government debt or foreign investment may at times 
be important in providing outlets for saving. Historically, private 
domestic capital formation has provided most of tlie necessary off- 
sets to saving. We shall confine our discussion to the manner in 
which private saving flows into private investment. 

The principal forms of private investment are increases in fixed 
and working capital employed in business enterprises. Also impor- 
tant is purchase of new liousing by individuals. Saving may be made 
available for private investment in a variety of tvays. To some extent 
the saveis and tliose engaging in real investment arc identical. Thus, 
corporations may and often do use their retained earnings to add to 
their holdings of fixed and working capital. Individuals— mainly un- 
incorporated businesses and farmers— may likewise use their saving 
to build up their capital goods as tvhen the proprietor adds to his 
plant, equipment, and inventories or when the farmer employs his 
saving to finance improvements on his farm. Individuals may also 
use their saving to finance the building of new homes. 

To the extent tliat savers engage in real oapital formation, the 

i Cotporatc saving as deflned lierc |b net corporate saving. It dept celadon allowances 
are added to net corporate saving, the rcsiilt<int figuie yields onporatc saving. 
The corresponding outlet for gross saving would be gross Investment. In this cliapiei 
wc shall conitnc our auentlon to net corporate saving and net investment. 
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act oE saving also is accompanied by investment> and there is no 
problem of maintaining adequate demand as a result of the saving. 
A laige proportion of saving in the economy, hoivever, is made by 
persons trho do not engage in an amount of capital formation equal 
to their saving. If income is to be maintained, it is important that 
the saving not used directly by the saver for capital formation must 
be made available to others—mainly business firms— who use the 
funds to engage in real investment. 

■ THE MACHtNERY FOR TRANSLATING SAVING 
INTO INVESTMENT 

The saver who does not utilire all his saving in capi- 
tal formation directly may make the excess available to business 
enterprises through the market for corporate securities by lending 
money to or by buying shares of stock in the lirms tvhich engage in 
capital formation. Alternatively, the saver may place his funds in 
financial institutions (such as savings banks and life insurance com- 
panies). These linancial institutions act as intermediaries and can 
in turn transfer the saving to business enterprises and others ^vho 
use the funds to engage in capital formation. 

The financial institutions with which the saver may place his 
funds perloim a service that may be described as securities substi- 
tution. They make available to savers their oivn securities ivliidi 
are acceptable to the savers and suitable for their needs, and they 
place the funds so received in othei securities. They, so to speak, 
substitute their own securities which savers desire for other seem ides 
which lack appeal to those savers. A corollary is that the institutions 
manage the portfolio of securities that they hold, shifting them 
about as dieir judgment dictates. Investing institutions, such as sav- 
ings banks and investment companies, aie formed to invest other 
people's funds, while institutional investors such as insurance com- 
panies aie formed primarily for purposes other than investment, but 
in the course of their activities acquire substantial funds which they 
must put to work. 

Unless the saver on the basis of personal contact either directly 
niakc‘.s iunds available to othei's for capital formation or engages in 
leal investment Iiimself or else places his saving with a linancial 
instiuition as intei mediary, he must make use of a marketing insti- 
tution in order to acquire the securities issued by enterprises that 
engage in capital formation. Investment bankers basically act as 
merchants who aciiuire securities from issuing corpoiations and 
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governmental bodies and place these secinities witli savers who are 
seeking outlets for their funds. Altliough, as explniiied in Chapter 
28 , linancial institutions to a growing extent make direct contact 
with enterpiises engaging in real investment and supply them with 
funds, even these financial institutions use tlie marketing institu- 
tions in supplying funds to those engaged in capital formation. 

Besides investment bankers, the maikcting institutions include 
stock brokers and security dealeis. They operate botli as members 
of organized stock exchanges and in the unoigani/ed over-tlie-counter 
markets. For the most pan, stock brokers and security dealers do 
not make funds directly available for capital formation, since they 
engage in transactions in secinities which are already outstanding. 
Hence, tliey do not provide tliose engaged in capital formation widi 
additional funds. Instead, they transfer the ownership of securities 
that liave already been issued and thus give such securities in varying 
degiees the quality ot near money. Neveitheless, by providing a 
market for already outstanding securities tlie brokers and dealers 
supply gieatei marketability to secinities and hence encoiuage peo- 
ple to acquire them. This facilitates the flotation and .sale of new 
issues to Bnance capital formation. 

Capital formation in real estate and agriculture has developed 
specialized financial machinery that has grown up laigely, though 
not entirely, apart from that developed to finaiue general business 
and industry. It has included facilities to meet shoii-tcrm as well as 
long-t€im needs. Tlie machinery which is lound in tirese fields is 
organized in substantial degi'ee along cooperative lines and also 
under the auspices of the federal government. This is evident from 
the role played by the Federal Home Loan Bank System and the 
Federal Housing Administration in urban finance and by the Farm 
Credit Administration in rural fiuancc. Consiimei credit, too, is 
provided largely, though not entirely, ivith specialized financial ma- 
chinery. But all the specialized financial machineiy, wliether to pro- 
vide real estate or consumer cTedit, makes extensive use of the 
{acllitles provided by the marketing and intennediary institutions 
as a means of tapping sources of funds and aiding in translating 
saving into real investment and tliereby assisting in capital formation. 
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CHAPTER 28 

The Securities Markets 


o„ present economic society is characterized by 
large-scale production for a market. No small part of this productive 
efficiency and the high standard of living that it makes possible is 
attributable to extensive mechanization and division ot labor or 
specialization. Extensive mechanization (and the enhanced division 
of labor which it facilitates) depends upon the willingness of the 
community to refrain from consuming the entire current output 
of the economy and the decision to utilize the resources freed by 
saving to add to the stock of producers goods and inventory. With- 
out the saving and the machinery to effect it as well as to distiibute 
it. capital formation could not take place on the vast scale present 
in our modern economic system. 

Growth in th^ scale of enterprise serves to limit tlie individual’s 
opportunity to invest directly in his own business and has encour- 
aged utilization of savings in indirect investment in businesses run 
by others. In a private enterprise economy the corporate form of 
business organization, with its numerous types of security issues, 
facilitates raising the huge quantities of capital that are needed. 

One aspect of the extensive specialization in our modem economic 
society is the need for specialized machinery to facilitate indirect 
investment by bringing together the sources and users of funds. 
This machinery— called the securities markets— enables the place- 
ment of corporates and government securities in the hands of those 
wlio have funds to invest. The use of intermediaries to perform the 
iinaiicial function relieves businessmen of the necessity of being 
financiers. The machinery is vital to capital formation today, be- 
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cause it helps translate money savings into leal investment such as 
plants and equipment without ivhich economic progress cannot be 
maintained. By doing so, it stimulates both saving and investment. 

The securities markets have two closely related set toi s: one per- 
tains to neiv issues and the other to securities already outstanding. ^ 
This chapter is devoted to a discussion of both sectors o£ the securi- 
ties markets. 

New corpoiate securities are issued by existing, as ^veU as by newly 
formed enterprises. Many cuipoiations iind that they cannot get 
enough funds to expand their operations from reiii\'esting earnings 
and reserves for depreciation and from offeimg additional securities 
to their own shareholders. Frequently, too, they tvisli to replace 
existing issues by new securities at maturity or, if callable, before 
the securities fall due. The investment banker is an intermediary 
between the issuer of securities and the investing public. He is basi- 
cally a merdiant whose primary function is to buy entire issues of 
securities and to distribute them to institutional and individual in- 
vestors. A secondary function is to distribute large bloc ks of existing 
securities to the investing public on behalf of present Jioldcrs who 
wish to dispose of their holdings. 

Investment banking involves es.sentia11y long-term commitments 
of funds by security purchasers. It needs a secondary mniket in which 
owners of limited amounts of existing securities can dispose of them, 
recalling their investment and converting the securities into cash. 
The stockbroker and the over-the-connleTi' broker or deale't are pri- 
marily concerned with shifting the ownersliip of securities by replac- 
ing one holder with another. Tliey help mobili/c savings for the 
needs of business and the government. 

The economic function of the securities markets is to translate 
savings into investment and thus to facilitate capital formation. The 
flow of real resources is directed into capital formation, in part in- 
directly, by setting relative rates of retiiin on different classes of 
securities and different industries and issuers. Thus, the security 
markets influence the direction of the flo^v of funds into the various 
productive activities. In addition, the securities markets affect the 
sire of the money stock because commereial banking provides secu- 
rity collateral loans to investment bankers, speculators, and others. 
Finally, the marketability given securities has provided a principal 
soune of tlie "near money” which bulks so large in discussions of 
monetaiy policy today. Thus, the securities markets coastitute an 
important segment of our financial structure, intimately related to 
other financial institutions. Without their smooth functioning the 
work of these other institutions would, at best, be badly performed. 
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■ THE INVESTMENT BANKER 

Today investment banking is conducted largely by 
^ independent bouses, organized either as partnershi|>s or genei'al busi- 
ness corporations; some act also as stockbrokers. For the quarter 
century prior to 1933— but especially dm mg tlie 1920’s— commercial 
banks and tiust companies had increasingly entered investment bank- 
ing, either through bond departments or securities aHiliates. In 
1929, 591 banks were engaged in the securities business and orig- 
inated slightly less than half of all bond issues. During the lean years 
following the security market collapse of 1929, these institutions 
gradually abandoned the field. The Banking Act of 1933 vestiicted 
them to underwriting government securities, forbade operation of 
affiliates for the distribution of securities, and forbade investment 
houses to receive deposits. Today only a limited number of large 
banks deal actively in government l>onds. 

Basically investment bankeis are merchandisers who buy issues 
at wholesale and clistiibute tliem at retail. A biid’s-eye view of the 
classes of securities handled is given in Table fi4 and Figure .59. 
According to tlicii specific activities, investment bankers fall into 
thi^e main groups. Originators arrange to purchase or undenvrite 
new issues. They are associated with wholcsaleiSj who are in part 
otlier originators and in part mere distiibiitois of securities. Most 
ivholcsalers also engage in retailing, but there are many exclusive 
retailers. 

OPERATIONS 

The operations of the investment banker include (1) 
origination, or selection of risks; (2) underwriting, or assumption of 
the risk of iionsale of the issue on the terms arranged; and (3) sale, 
or actual distribution ol the securities to investors. 

Origination His strategic position between issuing corporation 
and investor makes the investment banker a potent factor in deter- 
mining ivhere savings are directed. Origination of new issues is a 
major economic function. Purchasing policies are the more impor- 
tant, because investors rely upon the banker's recommendations. This 
public conhdence, in turn, is based on the record of his offerings. It 
is widely recognized that an issue well bought is half sold. 

The extent of the bankei's investigation varies with the class of 
issue. Those proposals which survive a quick preliminary survey are 
given careful study. The banker's buying department may enlist the 


732 


THE SECURITIES MARKETS 


TABLE 64 

NEW SECURITIES OFFERED FOR CASH IN THE UNITED STATES IN 1961 

(000,000 omitted) 


Total 


?21,266 

Type of offering 

Public 


17,809 

Registered under the Act of 1933 

% 3,927 


Umegistered 

13,882 

3,456 

Private 


Type of issuer 

Corporate 

6,531 

7,741 

New money 


Retirements 

849 


Other purposes 

226 


Cost ol issue 

135 


Noncor{Jorale 

9,778 

13,524 

U. S. Govcinmcnt 


State and municipal governinents 

3,189 


Otlier 

667 


Type of security 

Common stock 


1,213 

Preferred stock 


838 

Bonds and notes 


19,214 

Corporate 

5,691 


Noncoiporate 

13,523 



Source: Securities and Exchange Commuslon, Statistical Bulletin (Sep- 
tember, 1952), pp. 5, 5-7. Data rover substantially all new issues 
offered for cash sale in tlie United tStates in amounts over §100,- 
000 and with teims to maturity of more than one yeai. Tlie 
figures represent offerings, not actual sales, but the j^roportion 
remaining unsold is believed small, 

aid of outside engineers, accountants and attorneys. Often the pro- 
jjosals reach the banker because of pre-existing relations with issuers. 
Many issues, however, come to him from independent “finders” 
whose function is to bring together tlie issuing corporation and the 
investment banker; some issues are refeiTed to the investment banker 
by commercial banks; other issues are presented directly by would-be 
borrowers. While issues have traditionally been originated by di- 
rect negotiation between banker and issuer, competitive bidding has 



FIGURE 59 

NEW SECURITIES OFFERED FOR CASH IN THE UNITED STATES 




(By calendar year, 1934-1952) 

AU. NEW BECUfllTieS CLASStFIED gyTyPE OF ISSUER 


I cmpmatk ako othu 
•me MO MUNieimL 
us «OVnHMCHT 
MRCn and •UMUNTCIO 


HEW CORPORATE SECURITtES CLASSinEO BT TYPE OPSECUfflIY 



NEW CORPORATE BONO ISaUES. POBUCLY OFFERED AND PRIVATELY PLAGED 




New CORPORATE ISSUK CLASOPIEO BY WTENOED USE OP NET PR 0 CEE 08 



1934 36 38 40 42 44 46 48 51 

1 Preliminary figures estimated on basis of data through July 1958 
Source* Securities and Exchange Commission. 
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assumed importance (or certain types oC securities and is now used 
for over half the total of nonfccleral government issues. 

Com[)elilive bidding is firmly established in state and municipal 
financing where tax exemption, standardization, and linariLial stabil- 
ity render continuous connections between investment banker and 
security issuer of relatively minor importance. It is also used today 
for most lailroad and public utility issues. Industrials, however, are 
almost entirely negotiated. The wisdom of competitive bidding has 
been widely debated. Advocates claim that it is more likely to obtain 
funds at lower cost; that Jt assures wider distribution ot the securi- 
ties; and tliat, by avoiding investment banker domination of is- 
suers, it better sei-ves the interests of investors. Opjwnents, how- 
ever, contend that it destroys the banker’s incentive to support the 
credit of an issuer; that excessive prices may sometimes be bid and 
result in ultimate loss to the banker and to the investoi; that in de- 
pressed times no competitive bids may be forthcoming; that the 
establishment of peimaiient financial i elationsliips cuts the cost of 
distribution; and that investigation is less comprehensive under 
competitive bidding. In piactice, the number of bids placed for very 
small and vciy large Issues tends to be quite snuill, and the SEC 
(the Securities and Exchange Commission) has at times Iiacl to ex- 
empt issues from its own ruling when it was cleai that they could 
not be successfully marketed by competitive bidding. 

Undcnvridng If the investigation pioves favorable, one of tsvo 
types of contracts is signed between the issuer and the underwriters. 
One type involves a firm commitment by the under\vritevs to pur- 
chase the entire issue outright for resale to tlie public. The firm 
contract;, however, contains a “market-out” clause which permits 
the banker to cancel his contract if certain specified events arise. 
Tlie second type of contract entails an undertaking witliout financial 
obligation by the iindenviiters to use tlieir best efforts to sell the 
issue. This type of contract is used for very strong or very weak 
issues.*- 

In investment banking, unlike other mercliandising endeavors, the 
average unit transaction is large and large sums of money are re- 
quired. Since it operates on a relatively narrow margin of gross 
profit and because security prices are highly sensitive, the risk in 
carrying inventories of securities is extraordinarily laigc. Therefore, 
the originating house ordinarily joins other houses in an underwiit- 
ing or purchase syndicate, of which it acts as manager. An agree- 

1 the five postwar yeai-s 85 percent of all publicly oltcrctl securities 

were distributed by liivcsimcnt l)aukcrs. Of tire 85 percent, 70 percent were handled 
by purchase and sale and 15 percent on a best efforts basis. 
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ment among the parties in the purchasing or underwriting syndicate 
defines the terms of the venture. Present practice generally limits 
the liability of each member to the amount of its participation. The 
manager is vested with broad powers. These include borrowing to 
carry the inventory of securities in process of sale and stabilizing the 
market price of the new issue by purchases and sales for syndicate 
account in ordei' to facilitate distribution at the offering price. 
While permitted by the SEC, the desirability of the practice of 
stabilizing the market for a new issue has been widely debated. It 
is not needed for conspicuous successes, and because of the magni- 
tude of the support requited, it is impracticable for notable failures. 

A special type of undertvriting agreement is known as “stand-by” 
undenmting. It occurs most commonly when an established business 
offers additional stock direct to its own stockholders or when a cor- 
poration which is recapitalizing or reorganizing offers new securities 
in exchange for its outstanding issues. An undermiting group may 
be formed which for a commission guarantees the disposal of the 
entire issue. The group is obligated to take up any portion not 
absorbed or exchanged by existing holders, so that the issuer is cer- 
tain to obtain the needed cash for corporate purposes or to pay off 
the nonassenting security holders. Because of the longer time in- 
volved, the risk to the investment banker is greater than in ordinary 
undei writing. 

Sale The investment banker attempts to achieve rapid, profitable, 
wide, and permanent placement of the securities. The selling group 
is the principal vehicle for the actual distribution of new issues to 
investors. It is organized and managed by the manager of the under- 
writing syndicate, with which it usually enters into a contract. Par- 
ticipants in the selling group comprise some or all of the under- 
writers and additional dealers. They either receive the right to take 
a farm subscription on the offering date for a fixed amount, or sub- 
scriptions are made subject to allotment. In addition, other dealers 
may make purchases of the issue at a small concession from the pub- 
lic offeiing price. In current practice the selling group only handles 
that portion of a new issue not actually sold by members of the 
purdiase group. 

The public offering of a new seemity is generally made on the day 
after the registiation statement becomes effective. No sale can be 
made unless the purchaser is given a prospectus. A preliminary “red- 
herring” form of this document is used to inform dealers and pro- 
spective purchasers during tlie 20-day waiting peiiod between filing 
of the registration statement with the SEC and its effective date. 
During the waiting period a brief “identifying statement” giving 
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limited information about the security may be pulilished in order to 
seek out persons sufficiently interested to lecjuest the prospectus. 
"When the total issue has been subsciibed for, the books on the offer- 
ing are said to be closed. If the syndicate expires and is not extended 
before all the securities are sold, the unsold securities are distrib- 
uted among the partici]}ants who aie then free to sell at whatever 
price tliey see fit. 

The cost to the issuing corporation of obtaining funds includes 
the bankers’ “spread" (discount) and the expenses paid by the 
issuer himself. The bankers’ spread covers charges for underivriting 
and distribution. Other expenses include engraving and printing, 
registration fees, taxes, legal, accounting, and engineering costs, and 
listing on an exchange if required. The discount for all securities 
effectively registered during the 5 years 1945-1949 inclusive was $2.12 
per $100 of gross proceeds and other expenses were $0.52 more, or 
$2.64 in all. The discount ranged from $0.78 for bonds to $.S.4G 
for preferred stock and $8.47 for common stock. Total cost of flota- 
tion varied from $1.30 foi bonds to $4.21 for preferred stock and 
$9.61 for common stock. While varying in individual cases, it is 
probable that undenviiting cost accounts for less than half and 
selling cost for more than half the total cost to tlte issuer of inve.st- 
ment banking services. The higher costs for common stock reflect 
the facts that such issues aie smaller in sixe and are sold to a greater 
extent on a best effort basis, lequiring greater sales effort. 

In recent years large and well-established issuers have frequently 
placed securities, chiefly bonds and preferred stuck, with one or 
more institutional buyers, especially insurance companies. During 
each of the 4 years 1948-1951 inclusive, corporate bonds placed pri- 
vately exceeded tliose publicly offered. Private placements were uti- 
lized particularly by industrials and public utilities. Arrangements 
are often made through a .single investment banker, whose restricted 
service does not include underwriting and retail selling. For the 
borrower, private placement makes it easier to lit the financing pro- 
gram to his needs. It eliminates SEC registration with its 20-day 
waiting period, and the disclosures and liabilities, connected with 
registration with the SEC. Private placement also dispenses with 
the need for a cor|x)rate tiustee qualified under the Trust Inden- 
ture Act. The practice of private placement eliminates many items 
of expense, although the purchaser of the security may attempt to 
share the saving with the issuing corporation by the price it sets on 
the purchase of the issue. However, the corporation is unable to 
retire its securities by purchase at a discount in the open market. 
Through private placement, institutional investors with their huge 
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inflow of funds in recent years can obtain large amounts of one 
issue without difliciilty. The securities so acquired, however, lack, 
marketability. In one sense, private placement severely restricts 
the scope of the public securities markets. The role of the invest- 
•' ment banker is greatly reduced, and a large volume of better-grade 
issues is made unavailable for smaller financial institutions. 

Incidental Services The investment banker also serves as financial 
adviser to corporations. His association with an is&uei is likely to 
be continuing so that he may assist in subsequent refunding of an 
issue or further issues in connection with expansion ot the Issuer's 
business. He may give advice for a fee to corpomions planning to 
market issues by competitive bidding as well as to those who plan to 
place issues privately. 

The investment banker often becomes an adviser to his security- 
buying customers. He furnishes iniormation on securities in which 
they are interested and helps them select secmilies meeting their 
particular requirements. Some invc.stment bankers have undertaken 
investment management lor a fee, foimulating systeniaiic and con- 
tinuous programs to meet individual or institutional investment 
needs. 

The investment banker is prepared to obtain any security which a 
customer may ^vant to purchase, whether or not it is legularly han- 
dled by him. He also makes many sales by switching a customer 
out oL an existing sccinity and into a new issue. Thus, through his 
trading department he particq^ates more or less actively in the over- 
the-counter market mentioned later in this chapter. 

REGULATION OF SECURITIES SELLING 

I 

Despite earlier legislation abroad, it ivas not until ' 

1911 that the first American state— Kansas— enacted a general law | 

designed to protect investors against fraud. Today every state except i 

Nevada has some kind of statute i elating to the sale of seem i ties. 

This legislation is of two principal types. “Blue-sky" laws require 
registration or licensing of dealers, brokers and othei distributors i 

or registration of securities. The great majority of “blue-sky’’ laws ! 

combine botli features. Certain types of transactions and classes of | 

issues are exempt from these statutes. In contrast, the “antifraud” : 

statutes found in several states simply prescribe penalties for fiaudu- 
lent sale of securities and provide lor injunctions to protect the pub- 
lic from actual or threatened fraud. 

State enforcement agencies proved unable to cope with fraudulent 
interstate transactions, and the United States Post Office did not 1 
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have die facilities for applying the statute which pertained to using 
the mails to defraud. The widespread public losse.s resulting from 
the sharp decline in prices in the secuiitics markets after 1929, 
coupled with evidence of loose practice.^ m tliese mnikets, led to a 
comprehensive plan of federal regulation in the Securities Act of 
1933. 

The chief purposes of the act are to provide full, fair, and accurate 
description of securities offered for sale in intei state commerce or 
thioiigh the mails and to prevent fraud in the sale of such securities. 
The underlying pliilosopliy is that disclosure and publicity are the 
most effective of all regulatory devices, and that the most important 
safeguaid for the investor is to make available to him all the facts 
necessary for the intelligent appraisal of the value of a security. 

The Securities and Exchange Commission (SEC) administers the 
act. It is composed of five members appointed for 5-year terms by 
the President, subject to confirmation by the Senate. Certain types 
of seem i ties are exempt from the provisions of the act. These include 
securities issued or guaianteed by federal, state, and municipal gov- 
ernments, by national and state banks and savings and loan asso- 
ciations, by common cairiers, by nonprofit-making oigiini/sations and 
receivers, and short-teim anumercial paper. Small issues (under 
.^300,000) are exempt from registration though not fioni penalties 
for fraud, if, under SEC regulations, specified information has been 
submitted. Certain types of opeiations are also exempt. These in- 
clude private (in contrast to public) offerings and those concerned 
with trading as contrasted with distribution of securities, such as 
brokerage transactions undei'taken on unsolicited custoniei's’ orders, 
and exchange of securities in corporate reorganizations without pay- 
ment of commissions. 

The basic techniques of disclosure consist of filing a registration 
statement (in a fonn piescribed by the Commission) with the SEC 
and delivery of a prospectus to the prospective investor. The regis- 
tration statement becomes effective after a “cooling-off” period of 
20 days (or less if the SEC so authorizes) after which the securities 
can then be offered for sale. The waiting jjeriod affords the Commis- 
sion and the public an opportunity to investigate the issue. In no 
case, however, does the SEC pass judgment on the soundness of the 
security. Amendments may be filed to the statement, or it may be 
withdrawn. The prospectus suinmavi/es the more significant infor- 
mation contained in the registration statement, but the Commis8ion‘.s 
efforts to simplify it have achieved but limited success. Prior to the 
effective date of the registration statement, a preliminary or “red- 
herring” prospectus is distributed to convey information to all po- 
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tentially interested paities without actually offering the securities 
for sale and a brief “identifying" statement may be published. 

Four principal types of sanctions supply the act with teeth: 

1. Stop orders. Should the Commission believe that the registra- 
tion statement contains any untrue statement or any mislead- 
ing omission of a material fact, it may, after a hearing, enter a 
stop order suspending the statement’s effectiveness. 

2. Injunctions. Should the Commission believe that any person 
is engaged or about to engage in a violation of the act or the 
Commission’s rules, it may ask the fedeial courts for an in- 
junction. 

S. Criminal penalties. The Commission may transmit evidence of a 
violation to the Attorney General who, at his discretion, may 
institute criminal proceedings. Those convicted of willful vio- 
lation of the act or the Commission’s rules, or willfully making 
an untrue statement or omission m a registration statement, 
may be fined not more than $5,000 or imprisoned not more 
than 5 years, or may be both fined and imprisoned. 

4. Civil liabilities. A purchaser unaware of false or misleading 
statements or omission of material facts in the registration state- 
ment at the time he purchased the security can sue any signer 
of the statement, any director at the time the statement was 
filed, any accountant, engineer, appraiser or other expert who 
prepared or certihed part of the statement, and any under- 
writer. Individuals other than the issuer can escape liability 
by showing reasonable grounds, based on investigation or ex- 
pert testimony, for believing that the statement was truthful. 
Damages may not exceed the price at which die security was 
offered to the public. Civil liabilities also arise in connection 
with unregistered nonexempt securities offered through the 
mails or in interstate commerce, failure to deliver a prospectus 
prior to the sale of registered securities, and sale of securities 
(whether or not registered or exempt) by a false or misleading 
prospectus or oral communication. 

While protecting the purcliaser of securities against fraud, the 
SEC has tried to simplify the processes of security distribution within 
the fiamework of the act. However, it remains difTicult for the small 
enterprise to obtain capital, especially equity capital. Investors are 
reluctant to purchase such issues because they are less well known, 
less marketable, and more vulnerable to adverse factors. Such funds 
are not only difficult to raise but involve greatly increased cost to the 
issuer because of the increased costs entailed in distributing the 
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issues, It is especially true tliat the investment lianking machinery 
is not geared to provide equity capital for new or small coiporations. 
Various remedies have been pioposcd to finance small business and 
to provide equity capital. Some of these call for creation of special 
institutions to hold the issues of these new and/or small btisinesses 
and involve use of the securities substitution technique described 
in the following chapter. 

■ THE STOCKBROKER 

As already noted, the secondary market provides a 
means tvhereby the owners of existing securities can dispose of them. 
The market has wo parts; (1) the organbed stock exchanges which 
piovide cential market places for the purchase and sale of cor- 
porate stock and debt. Here bids and offers are co<iKUnated through 
a well-developed trading technique, the double or two-sided auction, 
and (2) the off-board or unorganized ovcr-ilie-coiinici markets in 
which prices aie determined by negotiation.-* riiiough use of such 
i-apid means of communication as the linancial ticker, private -wire 
services aninecting brandies oC brokers with their licacl office, and 
the business and financial press, the market is nation-wide in scope. 
Table 65 indicates the lorni and organi7ation and tlie locations of 
the concerns and blanches registered with the SEC at mid-1951. 

TABLE 65 

BROKERS AND DEALERS REGIsrEKED UNDER SECTION 15 OF THE 
SECURITIES EXCHANGE ACT OF 1934, AS OF JUNE 30, 1951 


' 


Number of registrants 

Number 
of brandi 
offices 

Total 

Sole 

propri- 

etorships 

Partner- 

ships 

Corpora- 

tions 

New York City 

1,145 

329 

598 

218 

955 

Elsewhere 

2,763 

1,183 

685 

895 


Total U. S. 

3,908 

1,512 

1,283 

1,113 



Source: Securities and Exchange Commission, 17ih Annual Report j 
Table 7, p. 200. 


sin Its IntuKlcst sense the tenn, ilie ovcr-thc-coinitcr market, Includes dlsit Ibiitlon 
oC new securities to investors through iiiulcrwrliing operations (ulrendy dcscrllicd) as 
well as the making olt a market Cm bccikuIgs ihnt arc already outstanding. 
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STOCK EXCHANGES 

The New York Stock Exchange, prototype of other 
securities exchanges in the United States and Canada, is a voluntary 
unincorporated membership association. It provides facilities for its 
members and regulates their operations in an endeavor to safeguard 
both their interest and that of the general public. Dating back to 1792 
as an outdoor market, it is the largest as well as the oldest of the 
sixteen national securities exchanges registered with the SEC and the 
four small local exempt exchanges. Over three fourths of the stock 
transactions, both in number of shares and market value, effected 
on securities exchanges, occur on the Neiv York Stock Exchange. 

The Board of Governors of the New York Stock Exchange is com- 
posed of thirty-three men whose terms of service are staggered in 
order to ensure consistency in policy. They represent various in- 
teiests which include: active brokers and traders, partners of mem- 
bers (“allied" members, some from outside New York City), and 
prominent men selected to represent the general public. One of 
them is an elected nonsalaried chairman who presides over the board. 
Another, selected by the boaid, is the paid president, who acts as 
chief executive and oversees the various departments. The board 
regulates business conduct and assures fair-trading practices. Under 
the constitution of the Exchange expulsion from membership is 
mandatory for fraudulent conduct. Suspension or expulsion is the 
penalty for violadon of die rules, conduct inconsistent with just and 
equitaiile principles of trade, fictitious transactions, activities de- 
signed to upset the equilibrium of the market, or making misstate- 
ments to Exchange officials. The penalty for conduct detrimental to 
the interest or welfare of the Exchange is suspension. 

Total membership of the New York Stock Exchange is limited to 
1,375. Beginning May 1, 1953, corporations whose main business is 
dealing in securities may also be members, instead of only individ- 
uals. After being approved by tlie Department on Membeis, the 
applicants purcliase a “seat*’ from a present member or from the 
estate of a deceased one. Some 600 members of the Exchange are 
partners in commission houses devoting themselves to executing 
orders for purchase or sale of securities received from nonmember 
custoniei'S. They are the connecting link betiveen the floor of the 
Exchange and the investing and trading public. In their offices are 
“registered representatives” who deal with customers. Many commis- 
sion houses ojieiate branches with which they keep in constant con- 
tact through leased telephone and telegiaph lacilities. Another 200 
members act as floor brokers (known as $2 brokers); they have no 
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direct contact ivith the public but execute orders on the floor for 
other brokers. Floor traders are free lances who transact ljusiness on 
the floor for their own account. They tend to broaden tlie market, 
making it more continuous and close, by absorbing a lemporary ex- 
cess of demand or supply. They rvere formerly more numerous, but 
regulation and taxes reducing the proIitabiUty of such activity have 
reduced their present number to about twenty. Some 330 sl)eiialists 
concentiaie their activity on one or a few stocks at a single trading 
jx>st on the floor; these specialists act as iloor brokers and floor traders. 
As brokers, they receive from other brokers (chiefly commission 
houses) ordeis in issues unsuitable For immediate execution, such as 
an order to sell a share $1 above the present market price. As traders, 
they buy and sell for their own account, subject to certain restrictions 
established by the Exchange and the SEC for the pretection of outside 
customers. At any moment, their “book" (available only to olTicials of 
the Exchange) shows the pi'ospective demand and supply for the stock 
01 stocks in which they specialize. Their primary responsibility is that 
of fostering an orderly, continuous, and close market, absorbing a 
temporary excess of demand or supply, 

The exchanges have found it moic cITiciciit and economical to con- 
duct trading by limiting transactions to a ccitain numbci of shares 
(the unit of trading, usually 100 shares in active stocks) oi multiples 
thereof. The handful of odddot dealeu execute orders for other 
brokers for lesser amounts. Tiiey even up their position through pur- 
chase or sale of full lots when necessary. For his service in making a 
market and taking a position, the odd-lot dealer ordinarily sells at 
one eighth of a |X)int above and buys at one eighth of a jjoint belbw 
the price in the next lound-lot transaction when an active stock sells 
below 40, The differential is one quarter of a point when the stock 
sells at or above 40. In. recent years for every 100 shares sold in the 
round-lot market, somewhat less than 12 shares are handled in the 
odd-lot market. Bond brokers and dealers execute orders or trade in 
listed bonds on a separate portion of the floor in the so-called "bond 
crowd." The standard unit of trading is $1,000. However, 90 percent 
of the business in bonds is conducted over the counter, and the 
volume traded on exchanges outside New Yoik is insignificant. 

At the close of 1951 there were listed on the New York Stock 
Exchange 441 preferred and 1,054 common stock i.ssucs of 1,075 
issuers and 918 governmental and corporate bond issues of 381 
issuers. All these issues had been listed by the issuers for trading with 
the Exchange after having been registered with the SEC. When 
originally listed, they had met requirements by the Department of 
Stock List, dealing with size and strength of issuer, earnings record. 
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adequate public distribution and trading interest, and minimum 
voting rights of preferred and common stockholders, and they had 
agreed to specified publicity about future operations. Unlisted 
trading privileges are granted by the American Stock Exchange 
(formerly the New York Curb) and the regional exchanges on a23- 
plication by a member of the exchange lather than the issuer, under 
approval of the SEC. They foster decentralization of trading. Some 
of the issues are listed and registered on other national exchanges 
and others have a registration statement on file with the SEC, to 
which periodic financial reports must be made. 

Glasses of Transactions Most patrons of stockbrokers are “bulls” 
who expect prices to rise. Their purchases are either outright (for 
cash) or on margin. The margin buyer puts up a certain fraction of 
the purchase price in order to protect the broker against loss. By 
doing so, he magnifies his gains at the risk of multiplying lus lasses. 
The balance of the purchase price is loaned by the broker to the 
customer. The buyer must keep the margin good by depositing 
additional cash or acceptable secinities in the event of a decline in 
price below the minimum margin requirement. However, if the 
stock rises in price, he may make svithdrasvals. 

The broker, in turn, finances his margin accounts from several 
sources. In addition to his own capital, a member of an organized 
stock exchange can use the “free cash” credit balances which his 
customers deposit with him to finance the margin purchases of other 
customers. More often, under a general loan agieement, which does 
not specify the amount of the loan, he obtains a demand or call loan 
fiom his own bank. This is renewed daily and secured by collateral 
consisting of diversified stocks and bonds carried for the customers. 
Those which have been sold are ^vithdraivn as collateral and others 
ivhich have been bought are substituted. A time loan by a bank to 
a broker is now rare. 

The margin required by the bank of the broker must be distin- 
guished from the margin required by the broker of his customer. So 
must the initial margin at the time the stock is bought from that 
subsequently maintained. As is indicated below, the Securities Act 
of 1934 empoivered the Federal Reserve authorities to set initial 
margins on registeied securities “ while the stock exchange fixes mini- 
mum margins that must be maintained in the account. The Federal 
Reserve authorities also regulate margins on loans to brokei's and 
dealers, except ivhen secured by customers* collateral. They also 
restrict indebtedness of brokers and dealers. In general, the former 

s The New York Slock Exchange also sets a minimum initial margin of $500. 
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practice of narrow or “thin" margins (as lo^v as 10 percent, but 
averaging roughly 20 percent) and prompt sale of the collateral when 
the speculator fails to restore a margin that has become impaiied be- 
cause tlie securities have declined in price, has been replaced, Now, 
"thick" margins are required, and further purchases are restricted 
when the account First becomes underniaigiiied. 

A "bear" believes that a stock will decline in piice, hence sells it 
“short." A short sale of securities is a sale of seairities which the 
seller does not intend to deliver from his own port! olio. In a true 
short sale the seller does not own the securities sold, while in a sale 
"against the box" he does own them but does not expect to deliver 
them at the time of sale. The short seller cxj>ects to realize liis profit 
by buying the stock ("covering") in fvitute at a lower price. Trans- 
actions on the stock exchange are customarily settled, however, on 
the third following full business day, and unlike the commodity ex- 
changes, contracts calling for future delivery are rare. Hence the 
seller's broker, if he or his customers dc? not have the stock available, 
arranges to borrow it from other lirokers, Ciom iiivestmeiii companies 
or in the "loan crowd," and delivers this stock to the buyer. The lend- 
ing broker is pi'otected by the deposit with liini of a sum (adjusted as 
the market price changes) equal to the inaiket price of the boirowed 
shales, ivhich the borrowing broker obtains from tlic sliort sale. 
Depending on the availability of stock for loan purp()sc.s, the lender 
may pay the bonxiwer interest on the funds, the stock may loan "flat" 
(ivitliont charge by either party), or the lender may receive a pre- 
mium. In order to protect his broker, the short seller must maintain 
a margin with Mm. The initial figure is regulated by tlie Federal 
Heserve authorities, and the margin subsequently maintained is 
regulated by the New York Stock Exchange. The operation is finally 
closed ivhen the short seller has his broker buy tlie stock and deliver 
it to the lending broker, txians of stock may be terminated on 24 
hours’ notice by either party. 

Large blocks of securities offered for sale by institutions or in- 
dividuals require special machinery if the mai*ket is to be able to 
absorb them without substantial pice declines. The auction market 
is not broad enough to do so unaided. Formerly, manipulation tvas 
often employed to raise the price and stimulate sufficient activity to 
absorb the securities offered. After 1934 secondaty disbihnlions were 
used instead. Large blocks tvere offered off the board immediately 
after the close of the stock exchange at about the closing <]uotation of 
the day. The brokers or dealers received either a commission or a 
piice concession from die seller. In older to retain trading volume, 
the New York Stock Exchange in 1942 developed a plan of special 
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offerings whereby members acting as brokers for public buyers who 
pay the public offering price, without commission, receive from the 
seller a special commission. This is ordinarily greater than the regular 
brokerage commission. The plan really substitutes a negotiated for 
• an auction market. Both secondary distributions and special offerings 
are norv employed. 

Options aie issued through special "put” and “call" brokers, who 
receive a commission from the maker, but are guaranteed by stock 
exchange members. A put is a negotiable contract, for an agreed pre- 
mium, that allows the holder, at his option, to sell, on or before a 
hxed date, a specified number of shares of a given stock at a stated 
price, A call gives the holder the option to buy. Both a "spread” and 
a "straddle" consist of two separate options, identical as to stock and 
expiration, one a call and one a put. The former is priced at points 
aivay from the market, the latter usually at the market. 

OVER-THS-COUNrSR MARKETS 

Supplementing the highly organized exchanges are 
the informal over-the-counter markets. In these markets dealers and 
brokers effect transactions chiefly ovei' the telephone with other 
brokers and dealers. With the expansion of communication facilities 
they have become nationwide. Unlike the organized exchanges, most 
jiariicipants do not act as brokeis ivho execute orders as agents for 
customers, receiving a commission for their efforts. Instead they act 
as dealers, who buy and sell for their own account in the expectation 
of a profit. Some dealers try to avoid taking a position by keeping the 
volume of buying and selling in balance. Others are willing to buy 
more than they sell, or vice versa, and thus take a long or short posi- 
tion. In these markets transactions are not the result of a double 
auction, with its open bids and offeis, but of private negotiation 
between buyers and sellers ivho seek out one another. The quotations 
publicized represent bid and asked, rather than actual, sale prices. In 
the wholesale or inside market, between the dealers themselves, the 
spread between bid and asked is much smaller tlian in the retail or 
outside market between dealers and their customers. 

Participants in over-the-counter markets include investment bank- 
er and stock exchange houses as well as “dealer banks” active in 
government and municipal securities. Specialized government and 
municipal bond houses and specialized over-the-counter houses are 
also included. Much business is done with institutional investors and 
owners of large blocks of securities. Secondary distribution is pro- 
vided, in contrast to the primary distribution afforded by the in- 
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vestment banker. Over-the-counter markets provide almost exclusive 
trading facilities for United States Government securities, municipal 
obligations, and lailroad equipment trusts. The bulk of the trading 
in listed bonds also occurs over-the-counter. The same is true of 
most newly issued securities and the thousands of stock and bond 
issues (including tliose of banks, insurance companies and investment 
companies) not listed on any exchange. These markets are used for 
closely held issues and those outstanding in small amounts, although 
many are too closely held or too small for any trading. 

THE SECURITIES EXCHANGE ACT OF 1934 

The collapse in the securities markets that began in 
1929 led to federal regvilation of trading in already issued securities. 
This regulation 'tvas provided by tlie Securities Exchange Act of 
1934. The purpose of the legislation was to eliminate the abuses that 
had developed, and tlieieby to secure (1) a free and open market, in 
which security prices reflect in some degree demand and supply based 
on infoiiTiecl judgment and uninfluenced by artifleial manipulation 
or deceptive devices, and (2) to attain a market in wliicli the volume 
of trading was limited so that it served investment rather than 
speculation, Tims it was hoped that the 1934 Act would at worst 
avoid destabili'/ing the economy at large, and at best would aid to 
stabilize the economy in a positive way. 

The act, amended on various occasions, employs a fivefold media- 
nism of control, enforced Ijy civil and criminal sanctions. First, it 
directly regulates the operations of brokeis and dealers. Broker 
dealers using the mails or channels of intei*state commerce must 
register with the SEC unless theii business is exclusively intiastate 
or confined to exempted securities. Off the exchange, the act effects 
regulation largely through the National Association of Seairities 
Dealers, Inc., an organization which has prepared a body of rules of 
fair practice and regulates its members just as the registered securi- 
ties exchanges regulate their members.* On national securities ex- 
changes, the act exerdses control througli regulation of the ex- 
changes, which are now registered with the SEC. This regulation 
supplements and determines the direction of self-iegulation by the 
exchanges. It emphasizes their public significance and responsibility. 

Second, the act seeks full and fair disclosure of facts regarding 
listed secuiities. A detailed registration statement (meeting adequate 
accounting standards) must be filed in a form as nearly identical as 

* Membership is necessary for a concern to deal with members ou a basis (including 
price, commission, and terms) other than that accorded the general ]nihlic. 
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jpossible with that used for legistration under the Securities Act. 
Issuers must also file periodic reports of their current situation. 
Solicitation of proxies is regulated in order to provide adequate 
information and avoid practices believed detrimental to tlie interests 
of shareholders. 

Third, the act seeks to maintain just and equitable principles of 
trade. The Commission has recommended rules for adoption by the 
exchanges to ensure more scrupulous adherence by brokers to tlieir 
fiduciary obligation to customers and to provide additional safe- 
guards against certain activities which lend themselves to manipula- 
tion or excessive trading. These cover such matters as floor trading 
by members for their own use or disci'etioiiary accounts and dealings 
by specialists. The act also restricts trading activities of corporate 
officials or “insiders" whose personal interest may clash with that of 
their stockholdei's. Publicity is required for trading by corporate 
officials, directors, and principal stockholders (owning 10 percent 
or more of any class of registered equity securities) ivhile, in order 
to prevent unfair use of confidential information, these insiders must 
account to the corporation for profits lealized from any transaction 
completed within a 6 months' period. The insider cannot sell short 
any equity security of the corporation. 

Fourth, the act forbids manipulation, and bars certain practices 
on and off the exchanges which it is felt militate against a free and 
open market and are detrimental to the public interest. Prohibited 
are: 

1. Matched orders, where transactions occur between txvo or more 
persons acting in concert ivithout actual change of ownership. 
Wash sales, where one person sells something and buys it back 
at about the same time. They resemble matched orders in set- 
ting a price and giving the appearance of activity without actual 
change in ownership, but differ in that only one person is 
involved. 

3. Pool operations, where a series of transactions is undertaken to 
influence the price of a registered security. Pools sought to 
raise the price by concerted activity on the part of their mem- 
bers and to unload at a profit on the public attracted by the 
activity or by information disseminated about the stock. Prior 
to 1934, pools were permitted undei* exchange rules so long 
as technical wash sales, matched orders and actual fraud were 
absent. Insiders and specialists played a prominent part in 
tliem. 

4, Bear raiding, which involved short sales of stock in volume at 
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prices below the last sale price, in order to touch off stop loss 
orders® and force sales by those whose margins became im- 
paired. Today the Commission’s rules restrict the price at 
which short sales may be effected on an exchange, to avoid 
creating or accentuating a disorderly condition in the market. 
The regulation leaves intact the appropiiate 1 unction ol short 
selling which enhances market stability by permitting selling 
on advances in prices and buying on declines in prices." 

5. Spread of false information about securities and spread oi in- 
formation about market manipulation. 

Fifth, as already noted in Chapter 14, the act aiuhoiues tlie Board 
of Governors of the Fedeial Reserve System to control the use of 
credit for purchasing or carrying securities and thus to break the 
close link that forraeily existed between the stock market and the 
banking system— specifically, bettveen the level of stock prices and 
volume of brokers’ loans.'^ The Board has issued Regulation U deal- 
ing with loans by banks against securities legistered on a national 
securities exchange and Regulation T dealing witli credit extended 
by brokers and dealers to their margin customers. Members of 
national securities exchanges and hi'okers or dealers ivho do a .securi- 
ties business thiougii such members can extend credit initially on a 
registered secuiity only in accordance with the Board’s regulations, 
Mcmbeis may borrow on icgistcred securities only Ironi member 
banks of the Fedeial Reserve System and nonmember banks that 
agree to comply with the Boaid’s restrictions governing bank security 
loans.® Margin requirements have varied from 25 percent to 100 per- 
cent, and they were set at 50 percent in February 1953. The New 

c Orders which become orders to sell (buy) at the iiiaikct when the piicc of a slock 
reaches a spcciried figure. They are used in an cirort autoniaticiiUy to limit losses 
(cusiiic proiits), 

0 Since a tcctmicaliy sound short position depends on an adequate floating supply 
of the stock, protection has long been allorded the mistaken short scllci tvho falls 
into a trap and is in danger of being coincrcd. that is. foiccd to settle at a monopolistic 
price. The Exchange prohibits cornering a stock, can suspend trading in the issue, 
and can enforce seiUcmcnt of contracts at a fair price. Corncis aie not likely to occur 
at picscnt under the surveillance of the SEC. 

r The call loan has been i educed to a minor constituent of bank scamdary reserves. 
Now made largely by banks through direct negotiation with hoiiowcis, it has liecoitic 
part of normal lending to customers. Formerly, it rcprcscntcti pihnnrily residual 
employment of excess funds oi the fust means of obtaining funds Iruni the money 
market In the event of a dialn on excess resevves. Thus the lmiUmiun.il avrnngcmcnt 
that was at one time an iin^ioriaiiL source of cyclical Instability in the financial section 
of the economy has now laigely disapiiearcd. 

8 The Banking Act of 1933 had forbidden iinnks to lend *‘for the account of othcis” 
(nonbank lenders) which in October 1920 hod accounted for 7S percent of total 
biokers’ loans. 
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York Stock Exchange requires that when tlie margin clips beloiv 25 
i^ercent of the market value of long stock or a sliding scale on short 
sales, the account will be closed unless the margin is restored 
promptly. While the debts of brokers and dealers are limited under 
the SEC to 20 times their net capital, the Neiv York Stock Exchange 
limited its members’ indebtedness to 15 times their net capital. 

Since the Securities Exchange Act was passed in 1934, the volume 
of trading has remained well below previous levels. The individual 
of large means has been increasingly superseded by the "little fellow"* 
as a .securities buyer and institutions m contrast to individuals have 
played an increasing role. In part, reduced volume reflects restriction 
or prohibition of certain kinds of transactions, changes in rules 
governing trading, and control of the volume of credit. In part, too, 
it reflects increase in the rates of commission as brokerage costs rose 
while volume declined, and vastly incieased rates of taxation ap- 
plicable to profits derived from trading. Whether present volume is 
adequate, is open to question. Since speculation in contrast to invest- 
ment has declined, the query may be rephrased as follows: How 
much speculation, and by whom, is desirable? Too much specula- 
tion, and by an unintoimed public, brings the demoi’ali/ed markets 
of 1029, with their disturbing effect on general economic activity. 
Too little means maikets so thin that a moderate amount of selling 
or buying produces relatively large fluctuations in security prices, as 
has been ivituessed on various occasions since 1934. In between, 
there is a golden mean, in which intelligent and informed specu- 
lation helps make for closer, moie continuous and more stable as 
well as fairer prices. The problem is to adjust technical regulations 
to achieve this result in the greatest possible degree. 

QUESTIONS AND PROBLEMS 

1. a. Why is a securities maiket needed in our present economic society? 
b. What role does it play, and how well does it render these services? 

2. a. What are the leading classes of transactions which the investment 

banker has with the commercial bank? 
b. What activities of the commercial bank today are competitive with 
lather than complementary to those of the investment banker? 

3. a. Exjilain why investment bankers are in a position to "dii'cct tlic 

distribution of industrial energy.'* 
b. What gcncial test do they use in arriving at their decisions? 

4. Explain each of tlie following statements: 

a. "The machinery for disiiibution is complex; but it is, fundamen- 
tally, only merchandising on a broad scale." 
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b» '*While tile history of the United States piovides many illustrations 
of the dependence of the I'lcasury on investment bankers, this de- 
pendence no longer exists." 

6. In December 1948 Senator James C. O'Mahoney declared to a group 
ol seairity dealers that “you have not taken the initiative to provide • 
the capital which a grooving free economy demands, and if you permit 
tlie free economy to starve for lack of jjrivate capital, don’t complain 
if the people turn to Gorvemment for what they want." 

a. By reference to the table in the Federal Rcservd Bulielin entitled 
“New Security Issues,” evaluate the justice of this criticism, botli as 
to type of security and class of issuer, 

b. Is the machineiy less adequate for small titan for large business? 

6. Asiimc that you have $2,500 and tvish to buy on margin 50 shares of 
du Pont selling at $95 a share. 

a. Tiace in broad outline the steps in die execution of your order. 

b. Hotv can each class of member of the stock exchange help cflect the 
transaction? 

c. Which classes of members are most likely to do so? 

7. a. "Since rising slock prices as a rule beget a speculative following they 

usually arc in fact accompanied by inci eases in btokeis' loans and 
in the volume of security trading and (otivciscly when falling stock 
piices dry up the speculative interest." ICxplaiii. 
b, Why do call loans today no longer occupy their former position 
among the secondary rcseivcs of banks? 

8. a. Contrast the economic set vices of the stockbroker with those of the 

investment banker. 

b. Contrast the role of the SEC in regulating investment banking witli 
its lole in regulating the stock excltanges, both as to objectives, 
problems and procedures, 
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CHAPTER 29 


Investing Institutions 


r 

^irfAPiTAL formation involves the dual process of 
saving and investing. In the use ol his savings, the individual has 
several alternatives to mere holding of cash. He can invest in his 
own business or in a home, in the latter case iiici easing his equity as 
he gradually pays off the mortgage. Or, he may invest in a business 
managed by others. He may do this directly by buying securities or 
indirectly by turning his funds over to an intermediary. This in- 
termediary pools the savings it leceives, makes these pooled savings 
available for the use of industiy and governiiienl, and assumes the 
rcsixmsibihty of investment managenicut. The investing institution 
provides the individual tvith one or more of four related services: 
specialized portfolio management, diversification of lisk, liquidity 
of funds, and convenience of investment. 

To an increasing extent, the individual has turned his savings over 
to an intermediary, instead of investing them directly hiniseU. Prior 
to 1920 a substantial part of all long-term funds was provided diiectly 
by ^vell-to-do individuals. This is no longer true in tlie same degree. 
Higher progressive income, estate, and inheritance taxes have 
shrunken their available funds and altered their investment tastes. 
The redistribution of income, particularly disposable income after 
taxes, has resulted in a greater fraction of total savings being ac- 
counted for by tlie savings of the middle- and lower-iiicome groups; 
the lowest-income gioiip, of course, continues to do little saving. 
Moreover, especially since the depression of the early 19.^0\s, individ- 
uals have placed greater emphasis on financial security. The influ- 
ence of these social and economic factois iii increasing the institu- 
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tionalhation of investment funds has been reinforced by the promo- 
tional activities of the financial institutions themselves. 

The change in the source of savings has influenced the direction 
of tlieir use. Well-to-do individuals have turned increasingly to tax- 
exempt munidpal securities and to annuities. The lower-income 
groups desire security and liquidity; die dollar value of their savings 
must be maintained and must be available for unexpected needs. 
During bad times people live on accumulated savings; in technical 
language, they dissave. Even in jn-osperons times some individuals 
are dissaving to meet their oivn needs. The lower-income groups, 
therefore, prefer to hold contractual obligations requiring payment 
of principal on demand or contingency, such as is provided by 
savings deposits, E bonds, and life insurance. To meet their obliga- 
tions, diese institutions confine themselves almost entirely to credi- 
tor obligations. The grooving institutionalization of investment is 
well illustrated by the following fact: between 1920 and 1950 the 
proportion of tlie public and private long-term debt lield by institu- 
tional investors of all types increased from about one half to nearly 
three quarters. 

In recent years the high cost of living, coupled with high tax rates, 
has led individuals to seek outlets which hedge against inflation and 
to seek capital gains in contrast to mere preservation of dollar capital 
and income. This is especially true of tliose— largely in the middle- 
income groiips—who have already accumulated an investment fund, 
in conti-ast to those who are in process of accumulating one. The 
movement is reflected in the rapid growth of investment companies, 
which emphasize equity investments, as well as in the interest dis- 
played by savings institutions in having investment restrictions 
modified to pennit some purchase of equities. But the amounts held 
in equity form are still extremely limited, as compared with tliose 
held in fixed-debt securities. 

In part, the group of institutions discussed in this chapter directly 
facilitate real investment. Most lend, for example, to homebuilders 
and they purchase securities Issued by borroweis wishing to expand 
their operations. But the institutions also make extensive purchases 
of seairities that are alieady outstanding and of new issues designed 
to retire existing obligations. The funds they have available for in- 
vestment are augmented by borrowers’ payments on their loans and 
by their otvn sales of securities as investment conditions change. 
They play a leading role in the securities markets as buyers and 
sellers of securities. 

A bird's-eye view of the leading savings institutions engaged in 
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thriCt promotion is given in Table 66. Similar data are not available 
for those institutions ivhicli seive primarily the individual who has 
already accumulated a substantial invcstniem limd, namely, invest- 
ment companies, investment counsel, and trust instiiiuions. Among 
the institutions included in the table, savings and loan associations 

FIGURE 60 

PERSONAL INCOME, CONSUMPHON, AND SAVINGS 

(Department of Commerce estimates, (|iiariei]y figiues adjusted for sea- 
sonal vaiiution) 



are discussed in Chapter 30, since they represent basically a spe- 
cialized type of mortgage banking institution. 

■ SAVINGS INSTITUTIONS 

Savings banks receive the savings of peisons, largely 
of moderate means, pool them, and place them in sound investments. 
They offer a convenient means ol atcumulating savings, guard the 
dollar principal while providing a moderate letura, and enable the 
saver to recall liis funds readily. 
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MUTUAL SAVINGS BANKS 

Mutual savings banks are nonprofit thrift organiza- 
tions operated solely for the benefit of their depositors, under the 
supervision of tlie banking departments of the states. In their quasi- 
philanthropic origins these institutions tried to reduce tlie poverty of 
the masses by providing a safe place for their savings and by en- 
couraging them to save. They date back at least to Reverend Henry 


FIGURE 61 
INDIVIDUAL SAVINGS 

Securities and Exchange Commission estimates 



Duncan’s “Parish Bank,” established in 1810 at Ruthwell, Scotland, 
and reached the United States in 1816, In that year two institutions 
were founded, one in Boston and one in Philadelphia. By the fourth 
quarter of the nineteenth century they had spread throughout the 
Northeast, in 'whicli there had developed a body of ivage earners 
lacking outlets for their funds and a group of civic leaders willing to 
assume responsibility for investing these funds. Today, as shown in 
Table 67, there are 520 mutual savings banks with deposits of $20.9 
billion in the United States. Found in seventeen states, all but nine- 
teen with deposits o£ $806 billion, are located in New England and 
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TABLE 66 

PRINCIPAL TYPES OF LONG-TERM SAVINGS OF INDIVIDUALS, 
DECEMBER 31, 1951 


Institution 

Amount 

(000,000 omitted) 

Average 

individual 

liolding 

Average 
late of 
income 
paid 

Mutual savings banks 

$20,880 

$1,077 

2-1% 

Commercial banks 

36,592 

774 

1.0 

Postal savings 

2,808 

790 

2.0 

U. .S. savings bonds 

49,000 

710 

3.0* 

Savings and loan associations 

16.079 

1,356 

2.6 

Life insurance companies 

57.000 

2,300 



Source: Home Loan Bank Board, Statistical Summary. Average rates 
party estimated. 

* Staled ai current icclcmption value. Yield is lor Series E, ns revised, held to 
matuitiy. 


the Middle Atlantic seaboai'd states. Of these banks, at the dose of 
1951, 130 or 25 percent, with deposits of $12.2 billion or 58 percent, 
were located in New York and 188 or 36 percent, with deposits of 
$3,4 billion or 16 percent, in Massachusetts. 

The unique cliaracter of mutual savings banks is evident in tlieir 
operation and control. Management is vested in a board of trustees 
^vhose rewards consist primarily of honor and prestige. They formu- 
late policies, select officers, and oveisee operations. Originally se- 
lected by the organizers of the bank, since there are no shareholders 
in most states they become a self-perpetuating body, which elects new 
members only to replace those ivho die, resign, or are I'emoved. 

The mutual savings bank has no capital stock. In lieu of it, tire 
newly organized institution has a fund advanced by its organizers. 
This is repaid gradually from earnings. Depositors, rvhile they are 
creditors, do not receive a fixed rate of interest. Instead, they receive 
“interest dividends" at a rate fixed from time to time by the trustees 
in the liglu of the earnings for the current period. The rate, however, 
tends to show a fair degree of stability. The income remaiiiing un- 
distributed is used to build up a guarantee fund or surplus to protect 
the integrity of the deposits. State laws generally require that a 
specific portion of the earnings be so retained until surplus reaches 
a specified percentage of deposits. Each new depositor automatically 
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TABLE 67 

NUMBER AND DEPOSITS OF MUTUAL SAVINGS BANKS, 
DECEMBER 31. 1951 


State 

Number 

Deposits 

(000,000 omitted) 

Massachusetts 

188 

$ 3,412.9 

New York 

ISO 

12,188.0 

Gonnectiait 

72 

1,390.4 

New Hampshire 

34 

286.5 

Maine 

32 

244.1 

New Jersey 

23 

663.0 

Maryland 

9 

406.7 

Rhode Island 

8 

276.6 

Pennsylvania 

7 

1,136.3 

Vermont 

7 

89.8 

WEisliington 

4 

210.3 

Indiana 

4 

45.3 

Wisconsin 

4 

14.9 

Ohio 

3 

251.6 

Delaware 

2 

89.8 

Minnesota 

1 

174,5 

Oregon 

1 

19.3 

United States 

529 

$20,900.1 


Source: National Association of Mutual Savings Banks, based upon di- 
rect leports from individual banks. 

shares the protection afforded by the bank's previously accumulated 
surplus. Only as earnings are realized on his deposits do his funds 
contribute to the growth of surplus. Thus, the surplus existing at 
any one time serves not only to protect existing deposits but also 
to “margin" future deposit growth. 

Mutual savings banks are designed primarily for small savers. 
Various states therefore limit the maximum balance that a single 
depositor may hold. In New York, for example, it is $10,000, ex- 
clusive of accrued-interest dividends. At times individual banks 
have made further restrictions. The average regular account in a 
mutual savings bank is currently about $1,300. By law the banks 
must reserve the right to require notice of withdrawal, usually 30 or 
60 days. In practice, they customarily pay on demand. 

Since World War I the shift in the saver’s emphasis has resulted 
in the gi'owth of special types of accounts. Savings club plans pro- 
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vide funds for vacation, education, Christinas gifts, or purchase of 
a home. Industrial or payroll savings plans provide [or the employer 
to deposit in a savings bank a periodic sjjecified sum from the ^vages 
of workers who wish to participate. School savings, first introduced 
in 1882, seek to promote habits of thrift among the young. School 
and club plans are encouraged as a potential source of larger regu- 
lar deposits; at the close of 1951 they accounted for one fifth the 
total number of depositors but less than one third of 1 percent of 
total deposits. 

In several states the banks write life insurance in limited amounts 
at moderate rates. Inaugurated in Massachusetts in 1908, the plan 
was extended to New York in 1939 and to Connecticut in 1941, The 
amount which any one bank may place on a single life is limited, 
for example, to $5,000 in New York. At the close of 1951, ^vhen 
there were 598,000 savings bank life insurance policies in force 
for $632 million, savings bank life insurance was sold by 261 banks, 
and in each of die three states those banks which had organized life 
insurance departments cooperated through a central fund. 

Mutual savings banks render various other services. Since about 
1946, some banks have offered "packaged saving.” Under this sys- 
tem an individual, through systematic deposits over a specified pe- 
riod can accumulate a bank account and a block of government 
savings bonds, together if desired with the protection of a savings 
bank life insurance policy. In three states^New Jeisey, Indiana, and 
Ohio— a savings bank may accept checking accounts, but the total 
does not exceed $22 million. In most states they offer safe deposit 
facilities and sell traveler's diecks, wliile in a few, they issue money 
orders and provide trust facilities. 

If they are to serve their depositors properly, mutual savings 
banks must emphasize safe investment. Most of the seventeen states 
regulate their investments, both as to type and diversification, and 
as to quality. Investment is confined to a legal list of securities meet- 
ing specific tests set up by law. Investment is largely confined to 
creditor securities, but equities are admitted to a limited extent, 
consisting chiefiy of stock in banks and housing corporations. There 
is a grooving tendency to broaden the classes of investments, in par- 
ticular by admitting securities that do not meet all the tests but are 
recommended by specified expert bodies. Table 68 shows that in- 
vestments today are largely concentrated in United States Govern- 
ment obligations and real estate mortgages, both on residences and, 
in the larger centers, on commercial properties and apartments. In 
1951, for the first time since 1942, investment in the private sector 
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TABLE 68 


PRINCIPAL ASSETS AND LIABILITIES OF MUTUAL SAVINGS BANKS, 
DECEMBER 31, 1951 


Amount 

(000,000 omitted) 

Percent 
of total 

Cash on hand and in banks 

$ 883.1 

3.8 

Mortgage loans 

9,728.8 

41.4 

Other loans 

127.0 

.5 

U. S. Government obligations 

9,817.8 

41.8 

Otliei' government bonds 

150.1 

.7 

Railroad bonds 

850.2 

3.6 

Public utility bonds 

973.2 

4.1 

Other bonds 

420.9 

1.8 

Stocks 

226.5 

1.0 

Banking house 

119.2 

.5 

Other real estate 

5.1 

.0“ 

Miscellaneous ^ 

174.9 

.8 

Total assets 

.$23,476.8 

100.0 

Amount due depositors 

$20,911.3 

89.1 

Capital debentuie.s 

4.3 

,0“ 

Surplus, guaiantee funds, undivided 



piofits, and unallocated reserves 

2,451.5 

10.4 

Other liabilities 

109.7 

.5 

Total liabilities 

$23,476.8 

100.0 


Source: National Association of Mutual Savings Banks, based upon re- 
ports from state banking departments and from individual 
banks. 

n Less than 14 of 1 percent. 

InclndcB investment in deposit insurance funds, etc. 

of the economy exceeded investment in the government sector. In 
1947 peak holdings of United States Governments of $12 billion 
had represented 61 percent of assets at the time. Some changes in 
policy, both as to investments and as to interest dividends are tak- 
ing ])lacc. These result from the imposition under specified condi- 
tions, elective January 1, 1952, of federal taxation of the banks' un- 
distributed income. This had hitherto been exempt. 

From 1932 to 1945 the mutual savings banks were under con- 
siderable pressure, but they maintained their exceptional record of 
safety, They experienced losses— first on securities and later, and 
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more heavily, on mortgages, coupled ivith a progressive lowering of 
rates of return on investments. After 1942 the sharp gain experienced 
in deposits necessarily flowed into low yielding United States Gov* 
ernment obligations. Throughout the entire period the banks made 
progressive cuts in the rate paid dejxisitois. The early depression 
years had already shown the savings banks the benefits of coopera- 
tion. In July 1933, the New York savings banks organized two insti- 
tutions, owned entirely by themselves, to provide centralized ma- 
chinery. The Savings Banks Tiust Company receives deposits from 
savings banks and lends to them against suitable collateral. It also 
acts as correspondent, investment advisor and trustee, and for a 
number of years operated a plan of deposit insuiance which was 
abandoned in favor of membership in the FDIC. It also recommends 
changes in the legal list to tlte state authorities. The Institutional 
Securities Corporation services mortgages and aids in management, 
sale, purchase, and inspection of real estate. Less elaborate organi- 
zations exist in several other states. Massachusetts has both a central 
fund and deposit insurance, as have Connecticut and New Hamp- 
shire. Blsetrheie, mutual savings banks are for the most part insured 
with the FDIC and subject to its suiDcrvision as well as that of their 
own state banking departments. 

SAVINGS DBPAtirMENrS 

Stock savings banks resemble mutual savings banks 
confining themselves to receiving time deposiu. Tliey differ in that 
they are owned by stockholders and operated for their benefit. To- 
day feiv such banks exist. 

Commercial banks entered the savings business Jong after dm 
mutual savings banks. Operating on a nation-wide basis, they have 
had tlie advantage of serving the newer and more lapidly growing 
areas of the West and South, instead of being confined largely to 
the older more settled Northeast. About 1910 die volume of their 
time deposits first reached that of the mutual savings banks. By 
1951 it was somewhat under twice the savings bank figure after 
having dipped sharply dining the depression of the 1930's with its 
extensive bank closings. In some of the mutual savings bank .states, 
however, the mutual savings banks still dominate. The gi'owth of 
savings departments was aided by the Federal Re.serve Act of 1913, 
ivhicli set legal reserve requirements against time and savings deposits 
in national banks far beloiv those against demand deposits and 
which also increased mortgage-lending posvers. Nevertheless, com- 
mercial banks pay a lower rate to depositors than do mutual savings 
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banks— in 1951, according to the FDIC, LOS percent in contrast to 
1.88 percent for federally insured institutions. 

Ordinarily there is no complete departmentalization, nor are sav- 
ings funds segregated from commercial funds and invested sepa- 
rately. Moreover, investments are not subject to the same restric- 
tions as mutual savings banks. However, several states in New Eng- 
land and elseivheie do provide segregation. California goes so far as 
to require that separate capital and surplus be assigned to the sav- 
ings department, besides restiicting the investment of the depart- 
ment’s funds. The establishment of federal deposit insurance in 1934 
stilled tlie agitation for special protection for savings deposits. In 
order to reduce bank liazards the FDIC and the Federal Reserve 
Board were empowered to regulate rates of interest paid on time 
deposits by insured nonmember and member banks of the Federal 
Reserve System. 

POSTAL SAVINGS 

Postal savings was established in the United States 
only in 1910, although government savings banks operated by the 
post oflice or by municipalities had long existed in Europe. Impetus 
was given by tlie panic of 1907, which temporarily closed many 
banks, as well as by the lack of interest displayed by many banks in 
soliciting savings deposits. This was noticeable in sections other 
than the Northeast (served by mutual savings banks) and for na- 
tional in contrast to state-chartered commercial banks. 

Anyone at least 10 years old may ojien a postal savings account. 
Deposits must be in multiples of one dollar and are evidenced 
by nontransferable certificates issued in various denominations. 
The maximum amount for an individual is $2,500. Deposits earn 
interest at 2 percent a year, but interest is only compounded an- 
nually, by purchasing an additional certiBcate with the interest due. 
Originally the rate paid was well beloiv that prevailing at private 
savings institutions. 

The Postal Savings System is administered by the Postmaster Gen- 
eial. A board of trustees, in which he is joined by the Secretary of 
the Treasury and the Attorney General, invests the dejMsited fimds. 
Originally it was tliought that the gieat bulk of the funds, aside 
Ivom a reserve of '5 percent set aside in lawful money, would be 
deposited for use locally with qualified depositary banks wliich paid 
a specified rate of interest and pledged public securities.^ The bal- 

1 Now m|ii[rcil only for Lh.il pau lun covet eel by rcdcul ilcjHtsiL insurance. 



FIGURE 62 TOTAL ASSETS OF SELECTED SAVINGS INSTITUTIONS 



:: Board of Govemon of the Federal Reserve System. 
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■ LIFE INSURANCE COMPANIES 

All people fate at least two financial risks. They 
may die too soon, with consequent hardship to their la in dies and 
other dependents. Or they may live loo long, past their active 
income-eaining years. Lile insurance companies enable jjcoplc to 
cooperate in sharing these risks. For the one purpose they provide 
life insurance, for the other annuities. A lile iirsuiancc policy pays 
a specified sum upon the death of the insured or the maturity of 
the policy, whereas an annuity provides a periodic income begin- 
ning at a stated age. In conducting their operations, life insurance 
companies have become strong competitois of banks for savings and 
for investments for tlieir acciunulated funds. At the close of 1951 
the United States companies had 217 million life insurance policies 
in force, for a fate amount of $262,815 million and 8.9 million 
annuity contracts with a total annual incoine of $1,40.8 million; 
their own assets equaled .$68,292 million, 

AVIiat gives life insurance companies their impoitaiue as saving 
and investing institutions is the fact that most life insiiiiUice policies 
combine investment ivith insuramc or piotection. Take the pure in- 
siiiance aspect lust. Mortality statistics show the jiropoitioii of 
deaths tliat ivill occur in a given yeai in any huge and healthy group 
of individuals of a given age. II 100,000 individuals aged 85 are 
insured for $1,000 each and statistics show that 1 percent of them 
will die within a year, the company must collect an insurance pre- 
mium of somewhat more than $10 from each of the gi'oup if it is to 
be able to ]}ay $1,000 to die beneficiaries of each of those who die. 
As the age of the group increases, die propoi tion of deaths will rise 
and so will die piemiinns of the membeis needed to make the re- 
quired payments that year. This is essentially the piinciple involved 
in term insurance. F.ach year’s preminm collections equal each 
year’s disbursements to beneficiaries, plus costs of administration. 

Term insurance is used only to a limited extent today. Instead, 
an investment element is introduced into insurance through 
the use of the level premium plan, under rvliich each member pays 
the same piemium each year. During tlie earlier years of his policy 
the insured therefore on the aveiagc [^lays more than the sum needed 
to cover each year’s mortality and the overpayment is invested at 
compound interest in a resexwe to cover pait of the face value of his 
policy.^ Later in life, the constant fixed premium is insuflicient to 

sThia legal merve givea the policy Us rush snircndcr value In laac the inKiirocl 
relinqtiUhcs it, and Its loan value In cose lie borrowa against U. Tciiu iiiaurancc, how* 
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cover the annual mortality cost and is supplemented Irom the previ- 
ously accumulated reseive. Thus, the benehts payable under the 
usual life insurance policy consist oE two parts: savings mounting 
year by year at compound interest in a reserve, and a balance o£ 
insurance protection, decreasing as sax'ings accumulate, until the 
legal reserve reaches the Eace amount of the policy. 

There are several principal forms of life insurance policies. 
Whole life policies usually require that the constant or level pre- 
mium be paid throughout the individual’s lifetime; these are called 
ordinary or straight life policies. Also popular are limited payment 
life policies which require instead payments for a limited peiiod, 
such as 20 years, the payments ceasing if the individui'il dies mean- 
while. To be contrasted with whole life policies of either type are 
endowment policies. Under them, the face amount is paid to the 
insured individual himself if he reaches the age specified in the 
policy; if he fails to survive, it is then paid to tlie beneficiaries. 
Endowment policies because of tlieir shoiter average peiiod contain 
a greater investment element than do whole life policies. They 
afford assurance tliat the goal of the individual’s savings piograin 
wdll be reached, regardless ot whetlier or not he himself lives to 
enjoy it. 

Premium rates vary with the age when insurance is taken out and 
with the type of policy. They involve actuarial calculations liased 
on mortality tables, anticipated income from reserves, and a load- 
ing charge for the substantial expenses of sale and operation. The 
annual premium on a whole life policy is less if written at the age 
of 30 tlian if written at the age of 40. For insurance written at the 
age ol 30, the annual premium payable on a 20-year endowment 
policy is almost twice that payable on a 20-paynient life ]>oUcy, 
which in turn is one and a half times that on an ordinal y life policy. 
Policies, whether written by mutual companies (operated tor their 
policyholders m much the same way that mutual savings banks are 
operated for their depositors) or by privately organized stock com- 
jjanies seeking a profit, are ordinarily paiticipating. The dividends 
paid policyholders may be considered leFunds of excess premium 
collections, reflecting more favorable mortality experience, larger 
investment income and smaller operating expenses than anticipated. 

Two sjiecial types of life insurance may be mentioned. Group in- 
surance is ordinary insurance airanged by an employer to cover all 
his employees, at a flat premium rate without medical examination. 

ever, atcoids pioicction foi a limUed period only and accumulates no reserve. Under 
a policy oE term insurance payment is made onh if death occurs Avitinn the stipulated 
period and nothing is paid in case the insured survives. 
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In 1951 the average policy was $1,860. Industrial insurance is sold 
to poor people who pay their preiniuins weekly oi monthly. The 
typical policy is $320. Oi'dinaiy lite policies range Irom $1,000 up- 
ward, ^vith an average o£ $2,300, and make an equal appeal to those 
o£ large as well as small means. They are even used by Inisiness 
concems to provide financial protection against the premature 
death o£ a key man in the business. 

Life insurance companies also wilte annuities. The individual 
purchases, either outright or by installments, a periodic imome be- 
ginning at a stated age. Arrangements can be made if desired to 
have payments to two people, such as husband and wife, ^vhile both 
are alive and then to the survivor for life. The proceeds of a life 
instil ance policy can be used to buy an annuity for the beneficiary, 
if desired, instead of the settlement lieing in cash. The annuity 
represents gradual disbursement of the picmium payments and the 
accumulated income. As in life insuxance, the insiuance company 
averages out the lile expectancy of the purcliasers, although dif- 
ferent mortality tables aie used in each of the tivo cases. Both from 
tlieir life insurance and ilieir annuity business the companies accu- 
mulate large sums to invest. 

Because of their close contact with the mass of the people, life 
insurance companies are regulated by state law. Federal siqiervisioti 
has been proposed at times because of the si/c and the intei'state 
character of tlieit operations. The laws governing their investments 
have been increasingly liberalized. They are generally more flexible 
than those applicable to savings banks. While there is no legal list 
in most states, for example New York, investments which do not in 
the opinion oE the insurance department meet legal standards are 
not regarded as "admitted assets" which must equal reseiwe liabili- 
ties. Providing a market for several billion dollars ivorth of securities 
and mortgages annually, as ix>Ucyholders increase with active sales 
efforts, the life insurance companies exercise a major influence upon 
these markets. They have been active in private placements of 
securities. In an effort to maintain income they have also bought 
commercial real estate and leased it to business concerns and have 
built large rental housing projects. The character of their assets 
in 1951 is indicated in Table 69. 

Insiirapce is also used to indemnify against a ividc variety of other 
types of loss. Prominent among them are the risks from fire, theft, 
and marine disaster. Fire, casualty, and other carriers of nonlife 
insurance are usually stock companies. Unlike life insurance com- 
panies they insure against hazards that are nuccitain of occurrence, 
not subject to as precise determination, and for sliorter periods. 
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TABLE 69 


DISTRIBUTION OF ASSETS, UNITED Sl'ATES LIFE INSURANCE COMPANIES, 

DECEMBER 31, 1951 




Amount 

(000,000 

omitted) 


Percent 
of total 

U. S. Government securities 


$11,011 


16.1 

All other government bonds 


2,659 


3.9 

Seciuities of business and industry 


28,214 


41.3 

Raihoad bonds 

S 3,309 


4.8 


Public utility bonds 

11,238 


16.5 


Industrial and miscellaneous bonds 

11,441 


16.8 


Stocks 

2,226 


3.2 


Mortgages 


19,314 


28.3 

Fann 

1,525 


2.2 


Nonfarm 

17,789 


26.1 


Real estate 


1,633 


2.4 

Policy loans 


2,587 


8.8 

Cash 


1,097 


1.6 

Miscellaneous assets 


1,777 


2.6 

Total 


$68,292 


100.0 


Source: Life Insurance Fact Book (1952). 


They have, therefore, come to maintain a relatively heavy margin 
of assets above true insurance liabilities so as to cover unexpected 
contingencies. They are important institutional investors. Less re- 
stricted by law than are life insurance companies, they often invest 
in common stocks and in investment policy and achievements often 
resemble investment trusts. It is estimated that in 1945 the fire, 
marine, and casualty carriers in the United States had gross assets 
of $4.5 billion, of ivhich less than one third represented reserves 
against unused premiums. 

■ INVESTMENT COMPANIES 

The institutions which have thus far been discussed 
contract to repay principal upon demand or contingency. They 
emphasize safety of principal and certainty of income, ivhich they 
achieve by confining their investments primarily to bonds and mort- 
gages. The individual seeking higher income and/or appreciation 
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in principal, if not prepared directly to conduct Iiis own invest- 
ment program, must turn to other classes of institutions placing 
greater emphasis on investment in common stocks. These institu- 
tions include investment companies, investment counsel, and tins- 
tees. They piininrily scive patrons of laiger means than do savings 
banks and savings departments. They administer already accumu- 
lated investment lunds instead of emphasi/ing thrilt promotion. 

An investment company or investment trust pools the accumu- 
lated funds of a iiumbei of individuals for investment in seciuities 
under competent management for the benefit of the participants. 
It aims to spread risk through diversification and to provide tiained 
and expeiienced management to supervise the funds continuously. 

During the nineteenth century England became the world's lead- 
ing creditor nation. It employed the investment trust, beginning 
with the 1860’s, as a vehicle for investing surplus capital in otliei 
nations ivhere yields ivere higher than at home. Conservative prin- 
ciples of opeiation became well established after the house cleaning 
following the speculative excesses that culminated in the Baring 
crisis and the panic ol 1803. lArge-sc’ale development in tlie United 
States awaited the close of World War I, ivhcn economic conditions 
became favorable for its expansion. Folicnving rapid grcnvth accom- 
panied by speculative abuses in the later 1020's, the stock market 
collapse of 1920 inaugiiiated a period of readjustmeiu of practices 
that brought in its ivake the Investment Company Act ol 1040. 
Public faitli was restoied and rapid growth resumed. The growth 
has been aided by the increasing .share of the national income re- 
ceived by lower- and middle-income gioups, unskilled in investing 
for themselves and unable because ol tost to engage competent 
investment counsel, but desirous, because of the greatly decreased 
level of interest rates, higher taxes and rising cost of living, of in- 
vesting in equity securities. 

MANAGEMENT COMPANIES 

Investment companies in the United States may be 
classified in many ways. The gi'eat bulk are management investment 
companies, in which the management has much flexibility in select- 
ing and trading in securities. They, in turn, fall into two groups, 
according to method of opeiation. Operheud comp(mie.s make con- 
tinuous daily offering of new shares, at a price hearing a fixed rela- 
tion to the net asset (liquidating) value. They arc obligated to re- 
deem outstanding shares, when offered by the holders, at the ap- 
proximate liquidating value. Since 1940 funds for redemption have 
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been provided by the excess of new sales over repurdiases; odier- 
wise, liquidation of part of the portfolio would be necessary. Closed- 
end companies, instead, usually raise their capital at a single tune, 
as do ordinary corporations; there is provision neither for issuance 
nor redemption of shares. The owner must sell his shares and the 
would-be owner buy them in the open market— in some cases on the 

FIGURE 63 

GROWTH OF OPEN-END INVESTMENT COMPANIES 



Stock exchange, where they usually have sold at a discount from 
asset value. Of the 368 investment companies registered with the 
SEC on June 30, 1951, with estimated total assets of $5.6 billion, 
154 were management open-end companies and 105 management 
closed-end companies. Open-end comixinies have shown rapid gains 
in recent years and hold over half the total assets, whereas few 
closed-end companies have been organized since 1929. 

In legal form investment companies are either corporations or, 
in a few cases, business trusts. Closed-end companies usually, but 
not universally, have senior capital composed of bonds and/or 
prefeired stock. Thus, their common stock possesses all the advan- 
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tages and handicaps of leverage, magnifying gains (and declines) in 
earnings and in market price of the shares. Open-end conipanic.s, 
termed "‘mutual funds,” have a tapitali/atiou consisting of one 
class of shares and (with a single exception) have no liinded debt. 
The sponsor acts as geneial distributor (wholesaler) of the shares, 
which are sold to the public tlnougli leiail investment dealers at a 
price usually ranging fiom 0 to 9 ])eiccnL above their liquidating 
value. The dealer’s commission exceeds that on securities transac- 
tions generally and permits active sales campaigns. Funds sponsored 
by investment counsel are usually sold direct by them to the public 
for smaller spreads, as low as 1 or 2 percent. In nunieious cases 
seveial funds have the same sponsor, and most dealers handle sev- 
eral funds. Virtually without exception, the invested assets and 
cash are held by an independent custodian. 

Both closed- and open-end companies ajDproach their invest- 
ment problems in a similar way. Balanced Funds, inci easiiigly im- 
portant in recent years, vaiy fiom time to time, the relative propor- 
tions of common stock, piefcircd slock, and bonds. Common stock 
funds hold common stocks predominantly or exclusively. Sjicciali/ed 
Funds hold the securities (largely common stwks) of one industry 
(such as tobacco) or one class of .security (such as bonds, income 
prefen eel stocks, or speculative common stocks). The varied invest- 
ment objectives and policies of dilferent companies provide plans 
to appeal to the various types of investoi's. These range all tlie ivay 
from emphasis on income to scaich for capital appreciation. Instead 
of dh edifying, ceitaiii management investment companies conecn- 
tiate a substantial part of their assets in a lew special situations. 
The pin pose of such management investment-holding companies is, 
while furnishing some managerial service and advice, not to iciain 
permanent contioi but rather to develop such situations for the 
sake of taking substantial capital gains. In only a few cases, how- 
ever, does the investment company interest itself directly in pioino- 
tional situations, to furnish capital to new enterprises. 

OTHER fORMS 


The unit or fixed trust involves deposit of specified 
securities with a trustee, which issues participating certificates in 
the fund. Relations between the depositor ivho sponsors the trust, 
tlie trust iustitutioii that acts as trustee, unci the cevtiricale holders 
who are the beneficial owners of the trust property, are governed by 
a trust indentui-e, contract of custodianship or agency, commonly 
running 25 years. For eadi unit (such as four share's of the stocks of 



INVESTMENT COMPANIES 


771 


thirty named leading corporations and the dividends and other 
property accumulated thereon) deposited with it, the trustee issues 
the depositor the specified number of certificates (such as 2,000). 
The depositor creates units at the same time as certificates are sold 
to investors by his dealeis. The selling piice equals the current value 
of the underlying property plus a "load" aveiaging 9 percent for 
cliarges and profit. These certificates can be siurendercd at any time 
to the trustee in return for either the aliquoit pait of the property 
itself (for example, by the holder of certificates representing a unit) 
or its cash equivalent. While shares are being sold, the sponsor 
makes a market for them at somewhat under the cm rent selling 
price; theieafter, tliey are traded in over the counter. The portfolio 
may be either general or specialized in nature. In semifixed trusts 
substitutions may be made undei stated conditions, for example, 
from a supplemental list of securities. In true fixed trusts, on the 
other hand, elimination is permitted only in event of merger or 
adverse developments such as nonpayment of a dividend. Distribu- 
tions are usually made to certificate holders semiannually. These 
include cash income received on the underlying property together 
(unless added to the corpus of the trust property) with proceeds fi om 
sale of rights, stock dividends, and eliminated securities. 

Indigenous to the United States, fixed trusts wei'e popular in the 
early 19.^0's. The public turned to a long-teim investment program 
operated according to pre-established lules after its disappointing, 
if not disastrous, experience with investment management in the 
stock market crash of 1929. More than 150 such trusts were organ- 
ized, most by about half a dozen sponsors. Subsequently, formation 
of new unit trusts and distribution of existing unit trusts ceased 
as public favor turned to mutual investment funds, into which 
some unit trusts were converted. Despite the decrease in number, 
ninety-tour unit trusts were registered with die SEC on June 30, 1951. 
The unit trust is based on the theory that common stocks of leading 
companies should in an expanding economy such as that of the 
United States, slioiv a long-term uptrend in price. Accordingly it 
ignores intermediate fluctuations. 

The common or commingled trust fund is similar to the open- 
end investment trust, but it is managecl by a single trust institution 
ivhich uses the device to secure more effective and economical 
administration of the assets of small trusts. While their use is grow- 
ing, participation in these funds is not open to the general public. 

Face-amount installment certificates seive the small investor who 
makes monthly payments over a stipulated period of years (usually 
10 or 15). They provide him with a guaranteed sum when his con- 
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tract matures, representing the amounts saved plus interest. Prior 
to maturity, he can surrender his contract; in the early years, for 
less than the amount paid in; in the later years, for the sum paid 
in plus a low interest return. The certificates resemble endowment 
life insurance policies, but the investments of the few annpanies 
that issue them resemble the portfolios of investment companies 
rather than those of life insurance companies. 

Installment investment plans are not, strictly speaking, invest- 
ment companies. They are methods by which shaves in conven- 
tional investment companies (or, in some cases, common shares in a 
specified j^rominent industrial corporation) may be acquired on 
the installment plan. 

REGULATION 


On the basis of an exhaustive study by tlie SEC, 
Congress enacted the Investment Company Act of ID-IO to cover 
pliases of investment company operation not covered under either 
the Securities Act of 1933 oi the Securities Exchange Act of 1934. 
While registration under the act is optional, the activities of un- 
registered companies aie so severely limited (by forbidding use of 
the mails or any instnimentality of interstate commerce for the 
purchase or sale of securities) that registration becomes well nigh 
compulsory. 

The general purposes and provisions of the act are as follows: 

1. To require the companies to define their investment policies 
in a statement filed with the SEC and to permit change only 
by a majority vote of shareholders. 

2. To secure honest and unbiased management. A majority of the 
directors must be neither investment bankers nor members 
of tlie security-distributing organization of the investment 
company. At least 40 percent of the directors may not be olfi- 
cers or outside investment advisers of the company. The act 
also forbids self-dealing— involving transactions with an in- 
sider acting as principal— and it applies the provisions of tlie 
Securities Exchange Act of 1934 to insider dealings in their 
securities. 

3. To insure greater psirticipation in management by security 
holders. At least two thirds of the directors must be elected 
by the stockholders. Investment adviser contracts are limited 
to 2 years and are subject to approval of shareholders, who 
also ratify selection of the accountants. 
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4. To provide an adequate capital structure. The act requires 
a minimum capital of $100,000 before the stock of an invest- 
ment company can be offered publicly. In the case of closed- 
end management companies, it requires that funded debt (or 
bank loans) be covered at least tliree times by assets and pre- 
ferred stock twice. The SEC limits such companies to one class 
of bonds and one class of preferred stock. Open-end companies 
cannot issue senioi securities but may borrow limited amounts 
from banks. 

6. To require disclosure of the source of dividend payments, 
whether from capital gains or ordinary investment income, 

6. To regulate accounting procedures and information furnished 
shareholders. Reports must be submitted quarterly to the 
SEC and semiannually to stockholders. 

7. To regulate selling practices, including sales literature. 

Restoration of the investment company to public favor has been 
aided by the National Association of Investment Companies, a trade 
association embracing the great bulk of the active management in- 
vestment companies. It provides self-regulation of the industry and 
cooperates with the SEC and tlie state regulatory agencies. Unit 
trusts have no such body, but in selling have observed the code of 
fair practice of the National Association of Securities Dealers. A 
good commentary on the present status of management investment 
companies is afforded by the grooving tendency to make them legal 
for trustee (fiduciary) investments. 

Investment company policies have also been vitally affected by 
the federal income tax la’iv. Under the Revenue Act of 1942 (Sup- 
plement Q). an investment company may elect irrevocably to be 
taxed as a "regulated investment comixiny.” To qualify, it must 
hold at least half its assets in cash or diversified securities, invest no 
more than 25 percent of its assets in the securities of any one issuer, 
receive less than 30 percent of its gross income from sale of securi- 
ties held less than S months, and distiibute at least 90 percent of 
gross income each year. In return, it pays the regular corporate tax 
on retained earnings and 26 percent on retained capital gains. The 
holders of its shares pay taxes at their respective individual lates 
on the income and capital gains distributed to them. The result is 
to encourage distribution of substantially all income and gains 
i*ealized during the year. 
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■ INVESTMENT COUNSEL 

Investment toimsel, like the investment company, 
makes available the services of specialists. It gives continuous ad- 
vice for a fee to clients on tlic investment of thcii funds in the light 
of the individual needs of eiich client, individual, or institution. 
As a specialised occupation, it arose after Woild War I, with the 
broadened public interest in securities that resulted from the wide 
sale of Liberty bonds and the boom in the stock mai'ket. In addi- 
tion to specialized investment counsel hr ms, professional invest- 
ment counsel service is available from rmancial statistical agencies, 
and trust institutions, as well as from investment bankers and stock 
brokeis. On June 30, 1951, there weie 1,057 investment advisers 
registered with the SEC under the Investment Advisers Act of 1940. 
With certain exceptions, this act requires registration of those who 
offer investment advice for compensation and limits the use of the 
term "investment counsel" to those who register. 

Unlike the investment company investment counsel is not avail- 
able to the small investor. Most investment lounscl will not super- 
vise funds under a certain minimum, siuli as $50,000 or $100,000. 
Fees are usually payable quartet ly at an annual rate ranging from 
34 to 1 peiccnt on the minimum principal and at a declining rate 
for amounts in excess of the minimum. Some investment counsel 
sponsor and supervise investment companies for use by investors 
with smaller sums, just as some mist companies operate common 
trust funds. In addition investment counsel sei-ve institutional in- 
vestal's ivho control insullicient funds to set uj) the necessary invest- 
ment organization of their own. The fund is under constant super- 
vision by the investment counsel, but is not placed in his custody. 
He may be purely advisory, submitting recommendations together 
with the reasons supporting them, to clients tvho then place the 
actual ordei's witli the broker. On tlie other hand, the client may 
give counsel full disa'ction in managing the account, 

■ TRUST INSTITUTIONS 

The concept of trustecsliip can be traced back to 
antiquity. While the trust is highly complex, its essence can be 
stated simply. Trust functions include service lx)i!\ as trustee and 
as agent. A trust exists where a trustor or creator commits jDroperty 
to a trustee to administer in accordance with the terms of a trust 
agreement for the benefit of a specified benenciai 7 . An agency 
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relationship exists where an agent is authorized to represent and 
act for a principal in his business or contractual dealings with third 
parties. The primary difference bet^veen an agent and a trustee is 
that tlie agent does not take title to the property involved and 
usually transacts business under the name of the piincipal. The 
trustee takes legal title to the property and does business in his own 
name, although die equitable title to and bencffcial interest in die 
propel ly remains in the beneficiary. Both trust and agency services 
are rendered to both individuals and corporations, as ivell as elee- 
mosynary institutions such as hospitals and colleges, and communi- 
ties. The leading classes of activities can be merely indicated here. 

Trust functions are being performed to an increasing extent by 
institutions instead of individuals. The superioiity of the institu- 
tion ovei the individual is well established. It provides accessible, 
continuous, and impartial administration, subject to strict govern- 
mental regulation and possessed of greater financial responsibility. 
Its volume of operations makes possible specialized legal, account- 
ing, tax, and investment knowledge, skill, and experience at ie« 
duced cost. Where the personal element is deemed desirable, an 
individual may be named to act, for example, as coexecutor or co- 
trustee, with a corporate fiduciary. 

In the United States the trust institution dates back to 1818 in 
Massachusetts and 1822 in New York. Trust business grew with the 
development of large private fortunes and the emergence of large 
corporations, accompanied by a shift in emphasis from tangible 
wealth to intangible personal property such as securities. It re- 
mained relatively unimportant until after the Civil War. As time 
passed, trust companies found trust business to be logically allied 
to banking rather than to the ivriting of insurance, with which 
it \vas initially combined. They, therefore, relinquished insurance 
for banking, ivhich their broad charters permitted them to under- 
take, On their part, banks were authorized to add trust activities. 
National banks ivere first empoivered by the Federal Reserve Act 
of 1913 and an amendment in 1918 to obtain approval from the 
Federal Reserve Board to exercise all trust functions permitted 
state banks and trust companies in the state in which the national 
hank ^vas located. Their participation ivas made complete tvhen they 
were granted indeterminate existence in 1927. Thus, few institu- 
tions currently confine themselves exclusively to trust business; the 
larger banks operate trust departments, just as the larger trust 
companies operate banking departments. Approximately 1,800 na- 
tional banks and between 800 and 1,000 state-chartered institu- 
tions are authorized to operate trust departments. Probably fewer 
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than 100 trust companies confine themselves to trust business alone.^ 

The activities of trust departments must be conducted in ac- 
cordance with the terms of the trust instrument and the state law. 
Trust activities must be carried on by a separate department, with 
sepal ate records and funds, and records and funds of individual 
trusts may not in general be mingled. The trust department of a 
state bank or trust company is supervised by the slate banking de- 
partment, that of a national bank by the Comptroller of the Cur- 
rency or the Board of Governors of the Federal Reseive System. 

The trust institution plays a vital role in out present economic 
and social order. Serving both users and suppliers of capital, it has 
three broad economic functions.® First, it conserves wealth or pri- 
vate property, safekeeping accumulated capital and avoiding its 
wasteKil use. Second, both in its handling of estates and in its serv- 
ices to coiporations in connection with their security issues, it 
encourages the collective ownership of industry. Third, it helps 
stabilize investment and hence enterprise, by placing funds in pro- 
ductive usfr-directly, through the huge volume of funds it controls 
and indirectly, through its advice to clients. In specific cases, the 
advice may far transcend the piuely financial. 


segv/ces ro indivihuais 

• Personal trust business includes performance of trust 

and agency [unctions for individuals. The trust functions include 
the settling of estates of deceased individuals and the care and 
management of trusts created by either deceased or living pei'sons. 

An executor acts under the last will and testament of a deceased 
person, whereas an administrator is appointed by the court of juris- 
diction if the individual dies without leaving a will (intestate) or 
naming an executor in his will. The duties of both are similar, 
namely, to collect the assets of the estate, pay debts, taxes, and other 
charges, and distribute the balance. Distribution is made according 
to the ternis of the will (where one exists) and the state law gov- 
erning inheritance, and both executor and administrator account 
to the court for the performance of their duties. An ancillary execu- 
tor is named to administer property owned in another state. The 
duties of an executor are usually temporary; othenvise, if the will 

i There is no relinblc information on the volume of assets held in trust deparlmciiis 
hcctiusc a laigc propoition of the assets arc stocks and bonds of closed corpoiuilons 
and real estate tor wlilcb there is no leliablc appraised value. 

a See J C. Smilli, The Dwelopment of Trust Companies in the United States (New 
York, 10?8), pp. 8, 181 ff. 



TRUST INSTITUTIONS 


777 


seta up a trust, it also names a testamentary trustee. Similar are the 
duties of a guardian of the estate of a minor, whether appointed in 
the will or by the court, and of a conservator of the estate of an 
incompetent. 

Voluntary or living trusts are created through deed or agree- 
ment ^vith a living person and may be revocable or irrevocable. 
The assets of irrevocable trusts are essentially gifts. Many types 
exist. Most important of those that can be created by living persons 
only, are: (1) retirement trusts, created to build up an estate during 
the productive years of an individuars lifetime, while providing 
relief from the problems of managing the property during his de- 
clining years; (2) life insurance trusts, which consist of the proceeds 
of policies on the creator’s life— the policies are made payable to 
the trustee, with whom they deposited; he collects the proceeds 
when due and distributes or holds them as directed by the agree- 
ment; “ and (3) pension trusts, under which trust funds are set up 
by businesses for the payment of retirement and other benefits to 
employees,’^ 

Other types of personal trusts include: shelteiing ti lists, for ex- 
ample, by parents to ensure the support of their children; spend- 
thrift trusts, to piotect improvident beneficiaries from their lack of 
responsibility in money matteis: and charitable trusts, including 
those for religious, educational, literary or scientific purposes. Only 
public trusts may be created in perpetuity; all others are limited in 
duration. 

Most personal trusts call for active investment management by 
the trustee. The terras of the trust instrument govern. “Legal" 
trusts restrict investments to those designated by the state law. Dis- 
cretionary trusts leave the manner in ivhich the trust estate is to be 
invested to the judgment of the trustee. Legal investment lists gen- 
erally coincide roughly with those pcimitted savings banks. In 
states such as Massachusetts which have no legal list of investments, 
tlie trustee is required to follow the same policy as a prudent man 
would follow in investing his mvn funds under the given circum- 
stances. As a result of decreased bond yields, increased taxes, and 
increased costs of trust administration, by 1950, twenty-live states 
had come to adopt the prudent-man rule by statute or judicial deci- 

0 In unfunded trusts the creator pays the pieiniums. whcieas in funded or parunlly 
funded irttsis the prcmiunia arc paid in wliole or in part* from the Income on securities 
aiso deposited with llie tiustcc. 

7 In a sclf-funtlcd trust the trustee invests the assets and keeps the record of contri- 
butions and specific participations of beneficiaries Under an insuicd trust it purchases 
individual annuity contracts for each employee with sums deposited by the employer. 
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gion, either for all or part of the othenvise restricted ti list funds. In 
any event, diligence and prudence are required of a trustee, and 
he may be surcharged by the court for losses due to his deficiency 
in either respect. Each trust is a separate unit ivith a separate jiort- 
folio. Common trust funds and mortgage funds are permitted, how- 
ever. In them, a number of small trusts participate in both assets 
and income in order to achieve diversilication, fadlitatc ciliciency 
and reduce cost of management, and yield a more stable income. 
They resemble mutual open-end investment funds, confined to the 
patrons of a single trust institution. In 1950, thirty-four states pei-- 
mitted operation of common trust funds; national banks must first 
obtain the approval of the Board of Governors of the Federal Re- 
serve System and operate under its regulations. With the relative 
decrease in large estates accompanying the redistribution of wealth 
that has been under way in the United States, the common or com- 
mingled trust fund is expected to assume increasing importance. 

Besides settling estates and administering trusts, trust institu- 
tions offer various agency sei vices to individuals. They act as agent 
for trustees and executors in handling the mechanical pliases of 
their duties. Again, trust institutions may act as custodian in the 
physical care and handling of securities, and in this conneciion may 
give investment advice. Finally, they may act as escrow agent, safe- 
keeping something of value that is to be delivered to another party 
upon the happening of some contingency. 

SERVICES TO CORPORATIONS 

Trust departments, especially in the larger centers, 
also render both trust and agency services to corporations, which 
are of great importance in connection with their security issues. 

The principal corporate trust function is to act as trustee under 
the indenture or mortgage securing a bond issue. The trust depart- 
ment cooperates in drafting the indenture, and it aiitlicnticatcs each 
bond. During the life of the bonds, on behalf of the many widely 
scattei*ed bondholders, it tvatches for any breach of the agi’eement 
by the issuer, serves notice of a breach on the issuer, and, if not 
remedied, may start an action to protect the bondholders. The per- 
formance of its duties is governed by the Trust Indenture Act of 
1939, enacted to correct inadequacies disclosed by the SKC’s eai-lier 
investigation. The act requires filing by corporations, with certain 
exceptions, of their indentures with the Commission, appointment 
of responsible independent trustees, and presciibes their duties 
towards bondholders. 
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Agency functions for corporations take several principal forms. A 
transfer agent keeps a record of transfei's of the o^vnership of stock, 
issuing new cei'tificates and canceling the old ones. A registrar pre- 
vents overissue of shares by keeping a record of the issued and out- 
standing shares. His duty is primarily to the public, whereas the 
transfer agent serves the corporation. Stock exchanges now have a 
general rule, dating in New York from 1869, that listed shares must 
be legistered with an agent not connected tvitli the issuer, who 
countersigns the certificates transferred by the transfer agent. For 
bonds, the trustee usually also acts as registrar, but notes the name 
of the holder and the date on the existing bond instead of counter- 
signing a new certificate issued by the transfer agent. A fiscal agent 
relieves a corporation of clerical ivork in keeping recoixis, dratving 
checks, etc. For example, trust departments may act as agent for pay- 
ing bond interest and principal of maturing obligations and as 
agent for sinking fund on bonds and preferred stock. They also 
act as dividend paying agent (usually performed by transfer agents 
since they keep the list of stockholders). They may act as depositary 
and exchange agent in exchanging new securities For old. In some 
cases, trust institutions have been appointed receiver of a business 
by a court. They operate it temporarily, pending either reorganiza- 
tion or appointment of a trustee or liquidator. 

QUESTIONS AND PROBLEMS 

1. a. Relate tlie growing instUutionali/ation of investment in the 

United States to underlying economic and social changes, 
b. Appraise the resulting advantages and disadvantages. 

2. Contrast the mutual savings bank, the mutual fund, and the trust 
institution with reference to 

a. Field of sei'vice to the saver. 

b. Investment problems faced. 

8. a. If savings banks and thrift departments reserve the right to require 
notice of withdrawal, need their assets be liquid? 
b. Since neither makes use of its privilege of delaying withdrawals, 
do they not treat tlieir deposits as demand deposits, and should 
they not be required to keep as high reserves as commercial banks 
do against checking accounts? 

4. a. What is the purpose of a legal list of investments? Does it fulfill 
tills purpose? Explain. 

b. Contrast the present investment policies and problems of mutual 
savings banks and life insurance companies. 

6. Evaluate the economic functions of the Postal Savings System since 
tlie institution of federal deposit insurance and the offering of United 
States savings bonds. 
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6. a. Account for the present popularity of mutual investment funds. 

b. When a- closed-end trust repurchased its shares in the market at 
less than their break-up value, who gained and who lost? 

c, Who benefited from the net losses of neaily one tliird of the orig- 
inal capital investment in management investment trusts by the 
close of 1935 reported by the SEC? In what ways? 

7. Investment counsel maintain that their piimary function is to "render 
to clients, on a pei'sonal basis, competent, unbiased, and continuous 
advice legarding the sound management of their investments." 

a. How can you select a reliable investment counsel? Would you 
prefer an independent concern or a securities dealer? 

b. How docs the economic service of the investment counsel differ 
from that of the investment trust? Is the service tlie same for 
different economic stiata in the community? 

8. a. The growth of trust business was very slow until 1885 and very 

rapid between IDOO and 1915. What reasons can you give? 

b. Why is trust business confined largely to metropolitan communi- 
ties and the wealthier states? What type of trust is most important 
in less densely settled communities? Why? 

c. If all property must be transfen cd sooner or later because of the 
death of successive owners, and every tiansfcr requires fiduciary 
services, what is the effect of tlie increase in life expectancy on 
trust business? 

9. a. What principal trust and agency services is a trust institution pre- 

pared to render to a business concern? 

b. When a businessman retires, what are the principal trust and 
agency services that a trust institution is prepared to render to 
him? 

c. Should tile trust institution under any conditions be permitted to 
mingle his funds with its own? With those of otlicr trusts? 

10. In view of their responsibility to those who place funds with them, 
and their increased responsibility in recent years to tlie community 
as a source of capital, should mutual savings banks, life insurance 
companies and trust institutions now be permitted to puicliase com- 
mon stocks? Would you differentiate between these three institutions? 
Explain. 
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CHAPTER 30 


Urban Mortgage Credit 
and Agricultural Credit 



1 N CiiAnvK. 16 it im noted ilutt $5B.S bilUon o( the 
1951 GNP ol $529.2 billion represented gross private domestic 
investment. Ol this amount, new construction act’ounted lor $2.5.2 
billion and was almost equally divided between icsideniial non- 
farm and other uses. Thus, new con.struction plays an important 
j3art in capital formation. 

Real estate finance, because of its distinctive features, has always 
been a specialized sector of the capital maikcls. Because of tlie cost, 
cTedit is used extensively to acquire real property and the mortgage 
has been developed to £ui*nish the needed security. Many specialized 
institutions have evolved to aid in translating savings into real in- 
vestment and thus to assist in capital formation in this area. There 
is, in fact, a further substantial institutional dillereiitiation between 
urban and farm finance, in view of the special problems appUaible 
to each. Farm finance also requires institutions to provide its short- 
term and intermediate credit needs, ivhich are more extensive than 
its long-term mortgage credit needs, Today the most influential 
factors in both urban and farm real estate finance arc the oi'ganiza- 
tions set up by the federal government to insure ample Inianciiig 
facilities. 

Real estate finance has the following characteristics: 

1, Basically, it involves investment credit, with repayment pos- 
sible only over a long period of time. The earlier practice of 
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lending for 5 years or less, or on demand has disappeared. It 
has properly given way to the 20- to 35-year loan, calling for 
amortization payments to reduce principal at least as rapidly 
as depreciation and obsolescence reduce the value of the prop- 
erty and the income derived from it. 

2. It is based on the mortgage given by tlie borm^ving mortgagor 
to the lending mortgagee. The contract (the moitgage) usually 
retjuires the mortgagor to pay interest and principal promptly, 
to pay all property taxes and special assessments, to maintain 
tlie property in good condition, and to provide insurance. In 
event of default, the mortgagor's “bond” or promise to pay 
becomes due and payable at once, and the mortgagee may i^ro- 
ceed to foreclose upon tlie property, 

3. Mortgages are not standardized, since each covers a specific 
piece of property that requires a separate appraisal of its value. 
Most are also small. Hence, the markets [or mortgages tend 
to be local, with limited opportunity to dispose of them be- 
fore maturity. However, both private institutions and federal 
agencies have made progi'ess in broadening the market for 
sucli instruments. 

■ URBAN REAL ESTATE FINANCE 

Urban real estate finance involves two basic classes 
of property— residences for personal occupancy and income-produc- 
ing property, including business buildings (factories. ofHces, and 
stores), hotels, clubs and churches, and apartment buildings. Many 
owneis of income-pioducing property use the corporate form of 
organization, often incorporating each piece of property separately. 

Many individual and institutional lenders engage in urban real 
estate finance. A bird's-eye view of the holders of the nonfarm 
mortgage debt is given in Table 70. The data also show that home 
otvnership had absorbed more than twice as much mortgage money 
as had rental property. 

Individuals are the largest single source of funds. They represent 
botli private investors urho often place their funds in mortgages on 
properties in their home communities and sellers who take back 
{\\m\ the buyei a mortgage on the property sold. Institutional in- 
vestors, including life insurance companies, trust institutions, and 
mutual savings banks are restricted by law to relatively conservative 
mortgage lending. However, they have long invested heavily in 
mortgages because of their relatively attractive yield in contrast to 
the yield of their legally permitted security investments. In recent 
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TABLE 70 

NONFARM MORTGAGE DEBT, BY LENDER GROUPS, 

DECEMBER 31, 1951 
(000,000 omitted) 

Multiple family 
I’^I lainily residential and 


1 csideiuial coniincrcial 


Commercial banks 510,350 ? 3,378 

Mutual savings banks 4,638 5,231 

Savings and loan associations 15,515 

Life insuiance carriers 10,814 7,169 

Individuals and others 12,700 8,000 

Total 554,017 523,778 


Noik: The data exclude ical estate inoiigage bonds, also niultifamily 
ami commercial pioi>eity moitgages owed by c«ri>orations and 
held by other nonfiiianeial coipmaiions. 

Source; U. S. Department oi Comincrcc, Suwey of Ctnrcnl Business 
(September 1952), p. 14. 

years commercial banks have increased their mortgage holdings 
markedly in view of limited alternative outlets for funds. Pur- 
chases by them and by institutional investors have been stimulated 
by FI-IA (Federal Housing Administration) mortgage insuiance and 
VA (Veteians’ Administration) mortgage guarantees. 

While a large proportion of the mortgage loans gi'anted in the 
United States has been arranged by direct negotiation between bor- 
rower and lender, several types of middlemen Ciinctiou in the mort 
gage markets. Real estate biokers often assist in negotiating mort- 
gage loans in order to effect sales, while attorneys frequently ar- 
range loans between their clients and lending institutions. Mortgage 
brokeis and commercial banks often find desirable mortgage in- 
vestments for institutional investors. Frequently, they arrange to 
service these loans for an annual fee. Prior to 1930 mortgage com- 
panies played an important role. They operated in several ivays: by 
purchasing mortgages and reselling them to single iiivestoi-s, by sell- 
ing participations in a single mortgage deiiosited with a trustee, or 
by issuing their own collateral trust obligations, secured by a group 
of mortgages deposited with a trustee. In most cases, payment of 
l^rincipal and interest of the mortgages or obligations was guaran- 
teed for an annual fee by an independent or affiliated surety com- 
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pany. Tlie widespread defaults on real estate mortgages in the 
1930’s incident to the collapse of the real estate maiket revealed 
that surety companies had undertaken guarantees far exceeding 
their financial ability. The resulting failures discredited the guar- 
anteed mortgage business, 

SAVINGS AND LOAN ASSOCIATIONS 

Tlie leading specialized urban mortgage lender is the 
savings and loan association. These associations aie nonpiofit mort- 
gage banking institutions designed both to encourage thrift and 
piomote home ownership. Dating back in the United States to 18.^1, 
they are an oiUgiowth of the British building societies of the late 
eighteenth century. Initially, they operated as CGojiciative clubs 
through which individuals interested in building homes pooled their 
savings and took turns in borroiving the necessary funds. Later they 
included nonborrowing members and substituted more formal and 
impei'sonal organization, with a full-time staff in place of part-time 
service by members. Piioir to about 1930, they were commonly 
called building and loan associations. During the 1930’s, the term 
savings and loan associations was adopted. Some states call the or- 
ganizations cooperative banks or homestead associations. 

In the United States the savings and loan associations have weath- i 

ered two periods of dlHiculty— the 1890's and I930's. In both cases, 
there was heavy mortality following lapid expansion in numbers 
and volume of assets. Although they are found in all states and are ^ 

shorving more rapid gioivth in tlie iieiver sections of the countiy, ! 

about one third of the associations with one quarter of the resources , 

aie found in three states—New Jersey. Ohio, and Pennsylvania. > 

They may be chartered and supervised (with periodic reports and ! 

examinations) either by the state in which they opeiate or, since ! 

1933, by the Home Loan Bank Board.' Over one quarter of the ! 

total number, ivith over half of the total assets, possess federal char- J 

ters. More than half of these represent conversions of institutions ' 

that originally had been organized under state laiv. At the close of \ 

1951 there were 5,980 associations with assets of $19.2 billion. Dur- > 

ing the post^var period their assets increased more rapidly than | 

those of other savings institutions, as a result of aggressive campaigns ! 

illctorc granting a cliarter, the Board must assure itself that the oi^anizei's have I 

good diaractcr and arc restionsible; that the coiniminlty needs an assoiiation: that the | 

lequircmcntii for subscription and payment of share capital arc met; that the assuiia' 
tion has rcasonahlc prospects for successful operation, and that it will not niaieriall) j 

injure another association already in operation. ; 


/ 

1 
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For ne^v accounts and the increased demands for mortgage credit 
associated with the higli level of new lesidential construction. 

Federal savings and loan pioccdurc may be legarded as typical 
today. The capital of these associations is represented by nonassess- 
able accounts which can be opened at any lime and have neither a 
fixed maturity nor par value, but simply participate in earnings 
in proportion to the accumulated value of each account. This per- 
manent plan of operations contrasts until the carliei' plans used 
by state-chartered associations; the latter were the tei'minating plan, 
under which shares issued matured at a specified date, when the 
association ivas dissolved, and the serial plan, whidi admitted mem- 
bers in gi'oups, each group constituting an independent .sei'ies of 
shares with its own maturity date. Federal savings and loan accounts 
are of two classes. Savings accounts permit investment at legular 
or irregular intervals, while investment accounts are full jxiid in 
suras of $100 or multiples thereof.® The latter may be repiesented 
by certificates instead of acrount books that resemble savings pass 
books. To stimulate systematic thrift, some associations employ 
bonus plans, under which saveis who make monthly payments 
promptly over a period of fiom 5 to 1 .^j yeaw receive an additional 
retmn sucli as 1 peiccnt per annum. To supplcnieiii funds received 
from savers, federal savings and loan associations may bonow bum 
commercial banks and other sources. The borrowing may not exceed 
10 percent of share capital from sources other than home loan banks, 
and 50 percent in all. 

Federal savings and loan associations are managed by a board of 
from five to fifteen directors, ajaproximately one Lhiid of ivhom are 
elected each year by the mcmliers tor a .3-ycar term, Eadi member 
may cast one vote for each |100 or fmcLion iliereof in his account, 
ancl a borroiving member is entitled to one additional vote as a bor- 
rower. No member may cast more than fifty votes. A professional 
staff conducts day-to-day operations. 

As is evident from Table 71, four filths of the assets ol savings 
and loan associations consist of loans on real estate. Federal savings 
and loan associations usually lend up to 80 jsercent of tlie value of 
the property being financed. Most loans run from 5 to 20 years 
and require montlily amortization. .They represent first mortgages 

sSlntt.>-cbnrie)ccl nssodntioni, wbicti In some siaics lire permiued io iccclvc (kposha. 
commonly issue four lypes of shines: hisialimeiit sliaies, (hIIid); foi tiniroriu p<i)iuenis 
(callefl “lilies") 111 refill lar liiicn’ats; fiill*p.iKl shaies, piepniil shfiitHt sold at an csii mated 
present value which, inci eased hy dividciuh, will make the shaies full |ialil at inaliiihy; 
and optliin.1] shuix's, whiih pcrniu p.iymcius iiic{cnl.ir in aincniiu and nine. Some 
associations impose .i penally for withdrawal withoiit notice, while sonic chaise lullin'- 
tlon and witlidmwal fees and assess fuics for dcllnqueiU puynicnts on insi,illmcnt shares. 



URBAN REAL ESTATE FINANCE 


787 


TABLE 71 

PRINCIPAL ASSETS AND LIABILITIES OF SAVINGS AND LX>AN ASSOCIATIONS, 

DECEMBER 31, 1951 

(000,000 omitted) 


Percent 
of total 


Cash 

$ 1,065 

5.6 

U. S. Government obligations 

1,607 

8.4 

First moitgage loans 

15,596 

81.4 

Other assets 

882 

4.6 

Total assets 

§19,150 

100.0 

Savings capital-private 

§16,079 

84.0 

Mmtgage pledged shares 

81 

.4 

Advances horn federal home loan banks 

799 

4.2 

Other borrowed money 

82 

.4 

Other liabilities 

660 

3.4 

Reseives and undivided profits 

1,449 

7.6 

Total liabilities 

$19,150 

100.0 


Source: Home Loan Bank Board. 

for not more than §20,000 on 1- to 4-faraily dwellings located within 
50 miles of the head oflice. To a limited extent, first-mortgage loans 
may be made on other types of property or on nonlocal property, and 
larger loans may be made for a smaller percentage of the value of 
the pioperty. Most slate-chartered associations aie limited to amor- 
tized Inst mortgages on homes and small apartments in the imme- 
diate and surrounding communities. FHA and VA Loans running 
more than 20 years are also peimitted. Amortized loans are on the 
direct reduction plan, under which the borrower’s payments are 
applied directly to reduction of the loan, instead of, as formerly, to 
piirdiase ol installment shares which, when fully paid, are tendered 
in payment of tlie loan. Loans may also be made to members up to 
90 percent of the repurchasable value of their shaies. 

At the close of 1951, 14 percent of the total savings and loan assets 
were held in cash and United States Government obligations. The 
Home Loan Bank Boai-d has emphasized the desirability of building 
up these liquid funds. Beginning January 1, 1952, the federal in- 
come tax was imposed at the regular corporate rate on undistributed 
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eai’nings, after allowance for building up smplus and jeserves. What 
effect this may have upon savings and loan policies, lemains to be 
seen. 

Savings and loan associations have been strong competitors of Llie 
savings banks, both in mortgage lending and in attracting savings. 
Because of tlieir higher yielding assets, they have been able to pay 
relatively high dividends to saveis. At the close ol lO.'il, reserves and 
xrndivided profits equaled 7.6 percent of total assets, and borrowings 
(largely from the Home Loan Banks) equaled anotlier 4.6 pci cent. 
Shares are lepurchasable from holdcis cithei at once or on 30 days’ 
notice in order of application. A specified minimum proportion of 
all their cash receipts must be devoted to repurchase. Notice may 
be ivaived by federal associations on repurchases of $100 or $200 
or less (depending on the type of charter), but when an association 
is limiting repayments, a single repuichase is limited to .$1,000, and 
the balance goes to the foot of the list of applications. 

■ HOUSING AND HOME FINANCE AGENCY 

Most of the government institutions ( oncerned with 
urban real estate finance aie contentrated in the Housing and 
Homo Finance Agency. This body was establislied in 1947. It is 
headed by an administrator and has I'ouv constituents— the Home 
Loan Bank Boaid, the Commissioner of the Federal Housing Ad> 
ministiation, the Commissioner of the Public Housing Administra- 
tion, and since 1950, the board of directors ot the Federal National 
Mortgage Association. All are appointed by the Picsident with the 
approval of the Senate. The Home Loan Bank Board has jurisdiction 
over the federal home loan banks, the Federal Savings and l.oan 
Insurance Coiporation, and, until it was liquidated, the Home 
Ownei's’ Loan Corpomtion. Broadly stated, these organ i/.alions seek 
to encourage residential constniction by providing; 

1. ’’Rediscount” facilities (home loan banks) and a secondary 
market (FNMA) for loans. 

2. Insurance of loans (FHA). 

3. Insurance of share accounts in savings and loan associations 
(FSLIC). 

4. Direct loans and grants (PHA). 

FEDERAL HOME LOAN BANKS 

The Federal Home Loan Bank Act of 1932 provided 
a group of “rediscount” institutions in the held of urban real estate 
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finance. To oversee the regional home loan banks, the act created a 
Home Loan Bank Board, coiiijiosed of three nicnibcrs Tvho serve 
staggered terms of 4 yeais. This body siipeivisc.s the home loan banks 
and their membei”S, chartei*s and snpcrvisi's federal savings and loan 
associations, directs the affaii-s of the Fcdeial Savings and Loan In- 
surance CoYjroration, and until its dissolution, those oC the HOLC 
(Home Owners’ Loan Coipoiatioii). The act autlion/.ed that the 
country he divided into from eight to twelve districts, in each of 
which a federal home loan bank was to be located. Originally twelve 
weie set up, but in 194fi the number was lediitcd l)y consolidation 
to eleven. Eacli bank has a board of twelve directois, lour chosen 
by the Boaixl for 4-year terms and eight by the member institutions 
lor 2-year terms. The Board designates the ciiairman and vice-chair- 
man, while the directois select the president, subject to the Board’s 
approval. 

The minimum capital of each home loan bank was originally set 
at $5 million. The Treasury purchased the oiigiual aggregate capi- 
tal stock at 3i»I25 million, ivhicli was to be ictiied as stock was pur- 
cliasecl by menibei institutions. Repayment was completed in July 
1951. Members own stock ol the distiict bank ecpials to 2 jierccnt 
of the iinjmid principal of their home niorigage loans, with a mini- 
mum of $500.® From an initial amount of .$9 million, sttxL lioldings 
of members had risen to $270.7 million at tlie close of 1051, as sliown 
in Table 72. 

TABU2 72 

PRINCIPAL ASSETS AND LIABILITIES Olf THE FEDERAL HOME 1.0AN BANKS, 

DECEMBER ^1, 1951 

(000,000 omitted) 


Cash $ 35.9 Deposits $ 261.7 

U. S. Government seciiri- Consolidated obligations 524.5 

tics 249.5 Other liabilities 7.1 

Advances 805.9 Paid-in capital stock— 

Other assets 4.0 members 270.7 

Earned surplus 31.8 

Total assets $1,09.5.3 Total liabilities $1,005.3 


Source: Home Loan Bank Board. 

The banks have two principal additional sources of funds. First, 
members keep time and demand deposits with them, and the Treas- 

sAn Insiliution not permitted by state law to own stock deposits the amount 
with the home loan bank. 
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ury and other federal agencies may use them as depositaries. The 
banks may also make temporary deposits witli one anodier. Second, 
the banks are authorised, with the Board’s approval, to issue bonds 
and other evidences of indebtedness. In practice, consolidated de- 
bentures have been sold to institutional investors as the joint and 
several obligations of the eleven banks. Outstanding at the close of 
19.51 in the amount of $525 million, they are not guaranteed by the 
government. To provide funds when money markets are unfavor- 
able, the Treasury may invest up to $1 billion in home loan bank 
obligations, but it has made no purchases to date. 

All federal savings and loan associations must be members of their 
distiict home loan bank. Qualified state-cliartered institutions en- 
gaged in real estate mortgage finance may join voluntarily. At the 
close of 1951 the 3,930 members, with assets of $17.9 billion, con- 
sisted of 3,894 savings and loan associations, 29 mutual savings 
banks, and 7 insurance companies. 

The home loan banks do not lend directly to individuals but con- 
fine their loans to their members. They do not technically redis- 
count individual mortgages for their members, but grant long- and 
short-term advances to these members on terms approved by the 
Board. Long-term advances may not exceed 10 years and must l^e 
secured by mortgages on residential property or United States direct 
or fully guaranteed obligations, as well as by the member’s home 
loan bank stock. They generally call for repayment in monthly or 
quarterly installments. Unsecuied short-term advances are of two 
types. Members ivhose liabilities to others than the home loan banks 
do not exceed 5 percent of their assets may borroiv for periods not 
exceeding I year; those whose liabilities aie greater may borroiv for 
not more than 30 days. However, advances that involve renewal of 
the debt must be seemed. At the close of 1951 one fourth of the 
advances ^vere unsecured. Over half the total membership were 
boiTowers. 

SAVINGS AND iOAN INSURANCE 

As a lesult of their financial difficulties in the early 
1930’s, savings and loan associations now Iiave insurance for their 
accounts. In 1934 the Federal Savings and Loan Insurance Corpora 
tion was hninded with a capital of $100 million held by the Treasury 
and operated by the Home Loan Bank Board. The Corporation was 
ve(j lured in 1950 to use half its annual net income after expenses 
and losses to retire Treasury-owned stock, but the Treasury is re- 
cj lined to lend any needed funds up to $750 million. All federal 
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savings and loan associations must» and approved state-chartered 
associations may, insiiie their accounts. The annudL premium is now 
Via oi 1 percent ol aggregate liabilities. The.se jjremiimis are to be 
charged as long as tlie Go) potation’s leserves arc les.s titan 5 percent 
of its insured accounts and creditor obligations. An additional assess- 
ment of equal amount may be made il needed to meet losses. 

The maximum insurable foi any individual is §10,000. When an 
insuied association is declared in default and oidered liquidated, 
the Corporation may elect either to pay oif the insured portion of its 
accounts or to transfei them to {mother .solvent a.ssot iation.** Besides 
directly piotetting hokleis of accounts, the Corpoiation may inter- 
vene to prevent closing and to rehabilitate associations which have 
closed. It may make loans and contributions to threatened associa- 
tions, purchase some or all their assets, or at range their meigcr 
witl\ sound associations. It acts as leceivcr or conservator for all 
defaulted federal associations and may act in a similar capacity ioi 
state-chartered associations. In addition, it exercises general siqjcrvi- 
sioii over insured associations, keeping infoimed through annual 
reports and examinations by it or a satisiaciory state icgulatory 
body. The general practice of tJic Corpoiation has been to assume 
responsibility as .soon as a federal association has reached a condi- 
tion of insolvency. 

At the close of 19.51 the Corporation’s a.ssets of .§208.2 million 
consisted almost entirely of cash and Uniled Statc\s Coveinment 
obligations. It insuied the .§1.1.7 billion accounts ui 8,020 associa- 
tions with $1.2 billion ol lescrvcs and surplus. 

HOME OWNERS^ LOAN CORPORAl*/ON (HOLC) 

EstabUslicd in 1983, the HOLC was an emergency 
device designed to lend to home owners in dangei of losing their 
properties through foreclosure and to prevent conLinued liquidation 
of real estate credit by lending institutions. It sought to help indi- 
viduals unable to keep up payments on tlieir mortgiiges because their 
income had been reduced temporarily or stopped entirely. It also 
helped institutions and other lenders which held defaulted mort- 
gages, foreclosure of which would only fvnther depress properly 
values and reduce or wipe out the e(|uity behind olliei mortgage 
loans. 

4 Utifattlt nicuiis olfidHl ilcicrmliitUlon by a couri nr public authority uiulur %vlui.li 
n cnusci valor. il>ccivci, or legal custudian is apponitcd for the piirpiMC of liqiildiilhig 
the insured asstu iatloii. An assonution cannoi lie ctmsldcvcd In dufauU as long sis il is 
ming ihc loiinikud pi opus lion of iis cash ivteipis lu icpurchasc prollcrutl share actoiinis. 
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The HOLC took over the defaulted mortgage from the original 
lender, giving him readily salable bonds issued by itself and guar- 
j aiitced by the government in exchange for the un|}aid principal of 
the mortgage, The amount could not exceed 80 percent of the value 
of the property. Some lendei-s also received limited amounts of cash. 
The Corporation revised the terms of the mortgage, placing it on a 
low rate long-term amortized basis. The rate at first was 5 percent 
and laiei' V/j percent, while the maturity was from 15 to 18 years. 
Thus the boiTbwer's total monthly payments, covering both interest 
and amortization, were reduced to the generally manageable sum 
of $7.91 per $1,000 of loan. In some cases of extreme distress, no pay- 
ments were required during the first 3 yean. The HOLC also ai 
vanced cash to borroivers to pay taxes and repairs. 

In 1936 the lending authority of the HOLC expired. Out of 1.9 
million applications for $6.2 billion, it granted 1 million loans for 
$3,1 billion and made supplementary advances of $400 million more, 
j Of the loans, some $2,7 billion went to former creditors in pyment 
of debt due them, and 70 percent of this sum was received by finan- 
cial institutions. Subsequently, the HOLC has been engaged in col- 
i Iccting interest and amortization on its outstanding loans, in selling 
I good mortgages to private financial institutions, and in disposing of 
! properties it had foreclosed. Early in 1951 it wound up its affairs with 
I a small suiplus after having repaid its initial capital of $200 million 

I and retiied the $3.5 billion of bonds it had issued. 

< 

FEDERAL HOUSING ADMINISTRATION (PHA) 

The National Housing Act of 1934 created the FHA 
under an administrator appointed by the President with the consent 
' of the Senate, In 1947 it became a piincipal constituent of the Hou.s- 
ing and Home Finance Agency, with but little change in structure 
or function. It does not act as a lending agency; it provides that 
those risks in mortgage lending that cannot be controlled by scien- 
tific analysis and proper underwiting of each loan shall be assumed 
by a mutual mortgage insurance fund and die credit of the govern- 
ment. It insures mortgages on privately owned divellings made and 
held by approved mortgagees, such as commercial banks, trust com- 
panies, savings banks, savings and loan associations, insurance com- 
panies, finance companies, and mortgage companies. 

The significance of the FHA is several fold. First, for home con- 
I stmetion and purchase it has released large sums which would prob- 
I ably otherwise have been withheld from the mortgage field. Second, 
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it has revolutionized home-financing methods. The old system in- 
volved a relatively short-term first mortgage Cor 50 to 60 percent 
of the value of the property, often followed by second and third 
mortgages. It called for high interest rates and renewal fees. The 
new pattern substitutes a single long-tei m mortgage for a large frac- 
tion of die property value. The loan also calls for amorii/ation of 
principal and bears a low rate of interest. Third, it has set housing 
standards which must be met before insurance is granted. These 
standards have done much to imjjrove methods and quality of con- 
struction and planning of residential districts. Fourth, it has empha- 
sized die borrower’s ability to meet his obligation, as ivell as stress- 
ing the value of his property, Finally, its activities have exerted a 
stabilizing influence in the mortgage market. In 1951, 26 percent of 
the total number of privately financed nonfarm dwelling units 
started were built with FHA insured financing. An active market 
in FHA mortgages has developed, with specialized brokers. During 
1951 there were 185,000 insured mortgages totaling $2,136 million 
resold to 2,087 purchasers. 

FHA legislation has been changed frequently over the yeais. The 
subject is highly technical, and only the leading features can be indi- 
cated here, Title I was originally designed to provide unsecured 
credit to individuals for reiiairs, modernization, and improvement. 
These loans are generally limited to .$2,500 and .36 iiionilis. Section 
8 i\^as added in 1950 to provide for insured mortgages to finance 
extremely low-cost homes in suburban and outlying areas. Title VI 
was added as an emergency measure during World War II to quickly 
provide homes for defense wovkeis in critical areas. Used during the 
period of rearmament as well as during the period of hostilities, it 
was revived after die close of the war to provide housing for re- 
turned veterans. Section 603 covered 1- to 4-family dwellings and 
section 608 rental projects. After the emergency ended, Title VI 
was allowed to lapse (1948 and 1950) except Cor those sections deal- 
ing with financing of prefabricated houses and loans to finance opera- 
tive builders* large-scale construction of small homes. Titles VII, 
VHI, and IX have been added to provide yield insurance on rental 
housing, loans to finance rental housing for military personnel at or 
adjacent to military establishments, and loans to provide housing 
for workers moving to critical defense housing areas. Title II now 
covers both new construction and existing structures, It deals with 
insured loans on I- to 4-family residences, loans on multifamily build- 
ings for private investment, and loans to nonjirofit cooperatives. An 
indication of die scope of activities to date, both those now being 




* Based on lotal privately fiunnccd nonfarm dwelling units started as reported by 
the Bureau of Labor Statistics. Souacb. Housing and Home Finance Agency. 
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' yearly volume of fha insurance written, 1934-1961 
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conducted and those ^vhich have been discontinued, is afforded by 
Table 73. 

TABLE 73 

STATUS OF FHA INSURANCE WRITTEN, DECEMBER 31, 1951 


(000,000 omitted) 


Type 

Total 

insured 

'i’ernil. 

naictl 

In lorce 

Estimated 

amoT- 

tizaiioii 

1 

Net bal' f 

ance otu- 1 

standing 

Title I 

Sec. 2 (propciiy iinpiovenicni) 

S 6,8.53 

$S..'>S2 

$ 1,821 

$ 710 

$ 1,110 

Sec. 8 (home mortgages) 

30 

B 

30 

n 

29 

Title II 

Sec. 20S (home moitgages) 

12,812 

4.444 

8,398 

898 

7,500 1 

See. 207 (rental & coop, projects) 

220 

148 

77 

0 

71 

Sec. 218 (coop housing 

78 

2 

70 

A 

70 

Title VI 

Sec. 603 (home moitgagcs) 

3,661 

1.257 

2,403 

283 

2.120 1 

Sec. 608 (rental projects) 

3,120 

127 

3,293 

79 

8,214 ! 

Sec. 609 (inanufacturecl housing 

4 

4 

a 


a 1 

Sec 611 (site fabilcated) 

10 

3 

7 

a 

7 

Title VIII 

Sec. 809 (military liousing) 

34 1 


341 

n 

840 

Total 

$25,059 

^.513 

$10,440 

SI .977 

$14,409 


Source: WnJmai ilcpori. Housing amt Ilame Finance Agency (11151), p. 5}^, 

nLcss than OJl. 


The principal activity of the FHA is the insmance, under Section 
208 of Title II oE the National Housing Act, ol mortgages on both 
new and existing 1- to 4-family homes. To be acceptable, the mort- 
gages must constitute first liens on properties that meet FHA mini- 
mum standards with respect to design, location, and marketability 
and must be executed by borrowers whose credit standings are ac- 
'ceptable to FHA, The following is a brief summary of the terms 
currently governing the FHA moitgage insurance programs; 

1. A minimum down payment of 5 percent on an owner-occupant 
single-family dwelling carrying an FHA value of not to exceed 
$7,000 if approved for mortgage insurance prior to the begin- 
ning of construction. If not approved before the beginning of 
construction the minimum statutory down payment would be 
20 percent. The 6 percent doivn payments range up'ivard for 
b to 4-family units, increasing as tlie valuation or acquisition 
cost of the property increases. 


797 


HOUSING AND HOME FINANCE AGENCY 

2. The maximum time allowed for paying off FHA insured mort- 
gage loans is 25 years on houses valued at $12,000 or less and 
20 years foi higher priced properties, except that the amortiza- 
tion term for management type cooperative project loans may 
be 40 years. 

3. Maximum mortgage amounts range from $14,000 for single- 
family dwellings to $25,000 for structures containing 4 or more 
family units. 

4. The maximum interest late is 4 % percent per annum and the 
mortgage is amortized by monthly payments covering interest, 
principal, FHA mortgage insurance premium computed at % 
of 1 percent on annual outstairding balances of principal, lire 
and other hazard insurance premiums, real property taxes, spe- 
cial assessment and ground rents if any. 

For multi-unit projects, the maximum FHA insured loan is for 
90 percent per unit on the first $7,000 of value, plus 60 percent on 
the value in excess of $7,000. Also, the maximum insured loan on 
cooperative projects is 90 to 95 percent of replacement cost, depend- 
ing on the proportion of veterans in the cooperative. 

The FHA has created a series of funds to provide for losses in its 
various activities, These funds are derived from insurance premiums 
paid by borroweis and contributions by the federal government. 
At mid 1951, its capital and statutory reserves totaled $275.3 million, 
including $67.5 million contributed by tlie government and $151.8 
million in the Mutual Mortgage Insurance Fund. In addition to 
the lattei fund, the credit of the government is pledged for payment 
of principal and interest of the debentures issued by tlie FHA in 
exchange for titles to real property (obtained through foreclosure 
of an insured mortgage or other authorized means) turned over to it. 
The debentures carry 2% percent where insurance was effected prior 
to May 15, 1950, and 2K percent if accepted thereafter. They mature 
3 years after July 1 following the maturity date of die mortgage but 
are callable on 3 months' notice. Thus, the insurance enables the 
mortgagee to substitute a marketable government guaranteed obli- 
gation for the real estate acquired in satisfaction of the defaulted 
mortgage. 

A mortgage is in default when die mortgagor fails to make any 
payment for 30 days or does not perform any other obligation under 
the mortgage. The lender must notify the FHA within 60 days 
thereafter. Within 1 year after default, the mortgagee must either 
acquire title to the property or start foreclosure proceedings. After 
foreclosure has been completed, the mortgagee may convey title 
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FIGURE 67 

TYPE OF institution ORIGINATING, TRANSFERRING, OR HOLDING FIIA 

MORTGAGES 

(Based on dollar amount) 


OURtNO TH£ YEAA I95t AS Of DECEMBER 81,1931 
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Squrc.p: Housing and Home Finance Agency. 

within 30 days to the Commissioner and receive debentures for the 
unpaid principal, plus taxes and insurance premiums advanced after 
date of default. In addition, the mortgagee receives a certilicate of 
claim for foreclosure expense and all other sums due. This is payable 
with 3 pel cent per annum interest at the time of final sale and 
liquidation of the FHA’s interest in the property, to the extent that 
the pi-oceeds permit. The borrower receives any excess from the 
FHA. Should the mortgagee so desire, he may elect instead to hold 
the real estate himself. In tliis case, the insurance is terminated, and 
he receives for the benefit of the moitgagor a proper share of the 
group account to whidi tlie mortgage belonged. 

PUBUC HOUSING ADMlNiSTRATlON <PHA) 

The United States Public Housing Act of 1087 (as 
amended in 1947) is concenied with slum clearance and low-rent 
housing for low-inconie groups. The program is a joint federal and 
local undertaking. The locality, tluough a local housing authority, 
builds, owns, and opemtes low-rent housing projects. It makes the 
initial survey of local needs for low-rent housing, plans and con- 
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stnicts projects, selects tenants, and manages the completed housing. 
The federal government assists the local authority with temporary 
capital loans and annual cash contributions running up to 60 years. 
The subsidy supplements the rental income from the dwellings and 
enables the local authority to make up the difference betiveen oper- 
ating costs and the rents which low-income families can afford to 
pay. The projects are basically financed by long-term bond issues, 
running up to 40 years and sold to private sources. These projects 
raise a major social question; against the cost of the piog;ram to the 
taxpayer must be offset the decrease in social costs for crime and 
sickness associated with city slums. 

At the close of 1951 the low-rent program included 405,000 units 
in 1,773 active projects, of which 211,000 in 769 projects were com- 
pleted and in active use, During the war the agency was responsible 
for tlie bulk of the publicly financed war housing progiams, and this 
progi'am ivas continued for veterans in the posnvar years. Of tlie 

944.000 units developed by it under these emergency programs, 

318.000 remained on its hands at tlie close of 1951. 

■ OTHER AGENCIES 

VETBRANS* ADMINISTRATION (VA) 

The Servicemen’s Readjustment Act of 1944, as 
amended, provides the means for veterans to finance the building, 
accpiisition or improvement of homes on extremely liberal credit 
terms. The Veterans’ Administration, with the backing of the United 
States Treasury, may either guarantee or insure such loans made by 
private financial institutions. To December 25, 1951, over $15.8 
billion of loans had been made to veterans against residential prop- 
erty. The amount of guarantees in connection with such loans ex- 
ceeded $8 billion. 

The law offers a guarantee for real estate loans made to qualified 
veterans up to $7,500 or 60 percent of die total loan, whichever is 
less. The nature of the unusual guarantee is made clear when we 
consider ivhat would happen in case of default and subsequent fore- 
closure of such a loan. Assume tliat the veteran buys a home witliout 
any down iiayment for $12,500. If the property is sold in foreclosure 
for not less than $5,000, the lending institution is reimbursed in 
full for the resulting loss by the VA under the VA*s guaranty of 
$7,500. (Incidentally, the VA's own loss equals the amount of its 
guaranty, less any sums it can collect from the veteran.) The lending 
institution could, therefore, safely lend the veteran die full purchase 
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In 1950 it was transferred to the Housing and Home Finance Agency. 
The FNMA buys at not more than par from private lenders FHA 
and VA mortgages not exceeding $10,000 per single-family dwelling 
units; in general, not more than 50 percent of the total eligible loans 
gi anted by a single institution; and permits the seller to service the 
mortgage for a fee of 14 of 1 percent per annum. In 1961 policies 
ivere oriented toward participation in a broad program to provide 
defense, disaster, and military housing. In chat year the Association 
purchased mortgages equaling $677 million, 89 percent of which 
were VA’s, and sold mortgages equal to $111 million, one quarter 
of which were FHA’s. At the year end its portfolio totaled $1,850 
million, and it had outstanding commitments to purchase mortgages 
of $239 million. 

■ REGULATION OF URBAN MORTGAGE LENDING 

The federal housing credit facilities described above 
tried to stimulate private lending by reducing risks and increasing 
marketability of housing credit. They tried to stimulate borrowing 
by providing funds on liberal terms. The PH A stepped into the low- 
income housing field which was unattractive to private investors. 

In October 1950 the rise of the defense economy led to a program 
designed to ciutail use of manpower and materials in construction, 
so that they could be diverted to rearmament projects. It was de- 
signed to help reduce inflationary pressures by restricting the flow 
of funds into the mortgage market. The progi-am was intended spe- 
cifically to reduce housing production in 1951 about one third below 
the current level of home building, or to not more than 800,000 
units. The Defense Production Act empowered the President to 
regulate certain aspects of real estate finance, and he, in turn, by 
executive order delegated this authority to the Board of Governors 
of the Federal Reseiwe System and the Housing and Home Finance 
Administrator. The Board, with the concurrence of tlie Admin- 
istrator, issued Regulation X setting credit restrictions on housing 
loans not insured, guaranteed, or extended by government agencies. 
The administrator announced companion restrictions on govern- 
ment-aided housing finance. The restrictions presented a further use 
of the plan of selective or qualitative credit controls previously 
emjaloyed in the securities and consumer credit fields. 

At first the restrictions were confined to 1- to 2-faiiiily homes. 
They were successively extended to 3- to 4-family units, to multi- 
family and nonresidential housing, and to existing structures in 
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contrast to new construction.^ The restiictions included both mini- 
mum down payment and maximum maturity or anioitization period 
and granted preference to veterans. 

During World War II a pent-up demand for housing developed, 
due to tlic lag in new construction. This was accelerated after the 
close of hostilities by the return of veterans to civilian life, the 
inci'eased rate of family fonnatioii (both in marriage and birth rates), 
and the desire to separate doubled-up families. Ne'iv construction 
soared, as did construction costs and mortgage recoidings. New con- 
struction reached $18.6 billion in 1950, in contrast to $6 billion in 
1945 and $7.7 billion in 1046. Meanwhile, construction costs rose 
about 60 percent between 1945 and 1950, while the iionfarm mort- 
gage debt more than doubled, from $31.7 billion in 1945 to $68.4 
in 1950. The number of privately hnanced dwelling unit starts rose 
from 208,000 in 1945 and 662,000 in 1946 to almost I billion in 
1949, and to 1,352,000 in 1950. The effect of the real estate credit 
restriction begun in the autumn of 1950 was to reduce housing starts 
in 1951 to 1,094,000. As civilian demand slackened throughout the 
economy and the increase in defense spending lagged, the reduction 
in inflationary pressures caused widespread demand for the casing 
of ctedit curbs on real estate. This began in ScpiemlicT 1951 and 
brought major easing in June 1952. 

The Defense Production Act, as amended in 1952, provides that 
the President may impose residential down payment restrictions of 
no more than 5 percent (except where other statutes may require 
higher limits) when the annual rate of new nonfarm home building 
falls below 1,200,000 units for three consecutive months. When new 
nonfarm starts for the months of June, July, and August tvere deter- 
mined to be less than the 1,200,000 annual rate spccilied in this 
legislation, Regulation X (tvhich governed residential a-edit controls) 
was suspended on September 16, 1952, and the regulations relating 
to down payment I'equirements on home loans aided or made by 
the federal government were relaxed accordingly. 

■ AGRICULTURAL CREDIT 

The financing of agriculture did not become a major 
problem in tlie United States until World War I. Expandetl output, 
increased land values, and heavier mortgage financing made the 
farmer vulnerable to the ijostwar slump in the prices of farm prod- 

BReal estate crctlit was also made subject to ilic Vulimiary Cicdit llcstiaiiU pio- 
g»in Inaugurated In Mnrdi 1051 and suspended In May 195*4. 
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nets. This series o£ misfortunes continued to plague farm operators 
until the mid 1930’s. The period saw farmers using their political 
po^ver to obtain two classes of remedies—a price-support program for 
farm products to stabilize farm incomes and specialized financial 
institutions under government auspices to provided needed credit. 

The farmer’s difliculties arose from the nature of his occupation. 
A farm is botli a business enterprise and a home. It is normally a 
family venture that mingles the cost of operating the farm with 
the living expenses of the farm family, so production credit cannot 
easily be distinguished from consumer credit. The typical farm is 
still small in size, despite the application of expensive power ma- 
chinery and the development of specialized commercial farming 
which must be "carried" between harvests. Therefore, the farmer is 
primarily dependent on local sources of funds and cannot easily tap 
the money markets in which funds are more plentiful. The risks of 
farming are great because of uncertain iveather, insect pests, and 
other natural forces, as ivell as the inelastic demand (in the absence 
of government price guarantees) for most farm products. Therefore, 
a small increase in supply is accompanied by a sharp drop in price. 
Since agricultural land values reflect in heightened degree changes 
in the prices of agricultural products, purchasers in prosperous times 
fiequently find themselves saddled with a heavy debt burden as 
prices and income decline. 

Agricultural credit may be classified in three principal ways. Most 
significant is the distinction between public and private j an indica- 
tion of the position achieved by the publicly sponsored lending 
agencies created as a result of pressure placed upon Congress by 
farm organizations. Another classification is by time. Short-term 
advances run 6 to 9 months or less; intermediate maturities from 9 
months to 3 years; and long-term loans from 3 to 40 years. Finally, 
according to pwposcj four classes of advances may be distinguished, 
one involving real estate (mortgage) credit and the others non real 
estate credit: 

1. Land and permanent improvements such as buildings and 
drainage. 

2. Machinery, farm and household equipment, and foundation 
livestock. 

3. Operations, sudr as feeder livestock; fertilizer, feed, and seed; 
labor and family living expenses while making a crop. 

4. Cooperative undertakirrgs such as marketing products and pur- 
chasing supplies and services. 
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The scope oC the farmer’s financing needs, and the sources from 
which funds are obtained, are indicated in Table 74. At the close 

TABLE 74 


FARM DEBT, BY PRINCIPAL TYPES OF LENDER, JANUARY 1, 1952 
(000,000 omitted) 



Real estate 

Non 

leal estate 

Private 

Individuals and others, including mer- 
chants and dealei's 

$2,634 

$3,200 

Insured commercial banks 

981 

3,120 

Life insurance companies 

1,625 


Private financing institutions discounting 
with federal intermediate credit hanks 


78 

Public 

Production credit associations 

Federal land banks 

994 

561 

Federal Faini MortgJigc Corporation 

33 


Faimeis Home Administration 

233 

312 

Commodity Credit Corpoiation, loans and 
guarantees 


578 


$6,300 

$7,849 


Source: /Igrtctdtttral /''tnance Review (Supplement, May 1952), pp. 2, 27, 
35. 


of 1951 the noncorporate farm debt totaled $14,149 million, of which 
$6,300 million was on faim mortgage and $7,849 million was non- 
mortgage. These debts contrasted with assets of $1G9 billion, of 
which $15,2 billion represented deposits and currency and another 
$5.3 billion consisted of United States savings bonds. Beginning with 
the aftermatli of World War 1 and continuing through World 
War II, the farm mortgage debt was reduced from a peak of $11 
billion in 1922 to a low of less than $5 billion in 1946, while the 
non real estate debt fell from $4 billion in 1920 to $1 billion in 
1934 and $3 billion in 1946. The declines reflected the impact of 
agi-icultiiral readjustment during the 1920’s and 1930’s, coupled with 
the institution of agricultural price sii|)ports in the 1930’s. Since the 
early 1940's farm debt has risen again, mortgage debt rising one 
fourth and non real estate debt more than doubling. 
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PRIVATE SOURCES ' 

The predominant role played by private in contrast 
to public agricultural credit is evident in Table 74, However, the 
table does not indicate some of the machinery in the federal system 
and the interrelations between the different parts of that system. 
Moreover, the system has influenced practice in the private sector, 
for example, the substitution of long-term amortized mortgages at 
moderate rates for the older plan of short-term mortgages carrying 
high interest and commission charges. 

Well over one third ol the total credit extended to farmers is 
granted by individuals and business concerns. They are the laigest 
single source of both real estate and non real estate credit. Individu- 
als holding farm mortgages include a large group of well-to-do people 
who favor real estate mortgages as investments and former land- 
owners who have sold property on terms calling for a down payment 
and a reduction of the balance by installment payments. Institutions 
such as schools, fraternal orders, and religious organizations also hold 
farm mortgages. Short-term aredit is provided by merchants and 
dealers in groceries, feed, seed and fertilizer, farm implements, and 
other goods on open-book account or promissory note. This credit 
is usually costly as well as occasionally hazardous to merchants. It has 
declined with the development of financial institutions to render 
the seivice. 

Commercial banks, located as the large majority are in towns with 
less than 10,000 population, also provide both real estate and non 
real estate credit. The volume of theii mortgage loans is restricted 
because of the nature of their deposits. National banks are limited 
by law to the larger of paid-in capital plus unimpaired surplus or 
60 percent of time and savings deposits. Except for insured or 
guaranteed loans, they cannot lend more than 50 percent of the value 
of the property on 5-year unamortized loans or 60 percent on 10-year 
loans providing for amortization of 40 percent of the principal. The 
list of investments eligible for trust funds, however, has always in- 
cluded first mortgages on improved real estate. While limited in 
holding their own funds in mortgages, many banks have arranged 
to sell or assign mortgages to life insurance companies. On their 
intermediate and short-term loans, banks often accept liens on live- 
stock, growing a'ops, and farm implements. They also make con- 
sumer loans secured by the item purchased, just as dicy do in urban 
centers; these loans are generally not included in the consumer credit 
statistics. The volume of short-term credit held by commercial banks 
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and merchants and dealers has tended to decline as federally spon- 
sored agencies have giown. 

A few specialized liveslock loan companies serve as middlemen 
between eastern sources of funds and western cattle raisers. While 
some weie independent, the larger companies wcie usually nfRliated 
with a bank in a livestock marketing center. Great exi>ansion oc- 
curred during and shortly after World War I in the number of 
companies and the volume of lending. These companies guaranteed 
the loans they placed, and many failed when livestock prices col- 
lapsed in the early 1920’8. This, coupled with the development of 
other sources of such credit, led to dissolution of all but a very fetv 
of such companies. 

Life insurance companies lend extensively on farm mortgages, but 
they tend to confine themselves to the best agricultural areas. They 
often acquire mortgages through local fann mortgage companies, 
brokers, and banks. The larger companies have built up extensive 
field organizations patterned on those of the mortgage companies. 

An imjwrtant intermediary between the lending institution or 
individual investor and the borroiving farmer has been the farm 
7nortgage company. The few noiv in operation cover extensive areas 
by means of local branches or agents, who receive applications, inves- 
tigate prosjsective borrowers, appraise ]}ropertics, and report to the 
head oilicc. The moitgage company commonly sells the loans it 
acquires or places tliese loans with a trustee to secure an issue of 
its OfAvn bonds, which is then sold to investors, Tiic farm mortgage 
banker is compensated for placing the mortgage and I'etains the 
right to service it for an annual fee. Some mortgage companies issue 
certificates in various denominations, representing fractional sliares 
in a specilic mortgage. 

MRM CRED/T AOtMtiiS'TRATlON (ECA) 

The federal system was created in 1916. The basic 
idea was to enable farmeis to help themselves through cooperation. 
Starting with mortgage credit, it has expanded into a coordinated 
system covering all phases of agricultural credit. In 1933 the various 
agencies were consolidated in the Farm Credit Administration, 
which was placed under the Department of Agriculture in 1939. 

The organization of the system is shown in Figure 68. It has two 
levels~a central office at Washington, D. C., and twelve district 
oflices, each serving its own section of the country.® The system has 
four constituents: 

0 Boundaries oC distilcts Tollow sinte lines and an aticmpi lias been made to include 
diversified crop areas in each dUltict. 
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1. Land bankf in which federal land banks make long-term first 
mortgage loans through national farm loan associations. 

2. Pioduction credit, in which production credit corporations su- 
pervise and furnish part of tlie capital for production credit 
associations which provide short-term credit. 

3. Cooperative bank, in which banks for cooperatives lend to 
farmers cooperative purchasing, marketing and business service 
associations. 

4. Intermediate credit, in which federal intermediate credit banks, 
by rediscounting, provide short-term funds for production 
credit associations, farm cooperatives, and other agi'icultural 
lenders. 

The system is partly governmentally and partly privately o^vned. The 
production credit corporations and the federal intermediate credit 
banks are wholly owned by the government. The federal land banks 
are entirely owned by £armer-borro^vers through their national farm 
loan associations. The banks for cooperatives are owned partly by 
government and partly by the farm cooperatives that borroiv from 
them. 

The governor of the FCA and the four commissioners'— one to 
supervise each of the constituents— are presidential appointees (sub- 
ject to Senate approval). The former is appointed for a G-year and 
the latter for indefinite terms. In each of the twelve districts the 
four constituent units maintain joint offices. The Farm Credit Board 
in each district has seven members. Four of them are appointed by 
the governor— one a director at large to represent the public interest 
and three district directors, one of rvhom is chosen from among thi^e 
persons nominated by national farm loan associations. The three 
local directors are chosen, one each by national farm loan associa- 
tions, production credit associations, and cooperatives rvho hold stock 
in the bank for cooperatives. All serve for 3-year terms. An advisory 
committee in each disti ict is composed of the general agent and the 
presidents of the four district units. 

Federal Land Bank System The Federal Farm Loan Act of 1916 
undertook to provide new sources of long-term low-cost mortgage 
credit. It tried to do this by pooling the mortgages of individual 
farmers and holding them as security for issues of tax exempt federal 
land bank bonds. It created twelve federal land banks to lend to 
farmers through local cooperative national farm loan associations.'' 
The initial capital of $750,000 for each bank and the supplemental 

1 Privately owned joint stock land banks tvcic also provided, organized along 
mortgage banker lines, but all the S8 that were formed have ceased operations. 
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funds provided by the government during the depression were com- 
pletely repaid by 1947. Hence, except for a small amount owned 
by farmers borrowing directly in sections where theie were no associ- 
ations, the capital stock (of ?5 par value) of the banks is now owned 
entirely by the national farm loan associations. The associations, in 
turn, have always been wholly owned by borro^ving farmers. 

National farm loan associations arc formed by ten agrit ulturalists 
^vishing to borro^v $20,000 and are chartered l)y the FGA on recom- 
mendation of the district federal land banks. Their stock is owned 
by the borrowers, who hold an amount equal to 5 percent of their 
loans. Unless defaults of other members have impaired the associa- 
tion’s capital, the stock is retired when the loan is fully repaid. Each 
stockholder casts one vote in electing a board of five to seven direc- 
tors, which in turn elects a secretary-treasurer in charge of the associ- 
ation’s office. The association ]>asses on loan applications, guaiantees 
those accepted by the federal land bank, disburses the proceeds, 
makes collections, and othenvise services the loans. As loans are 
made, it purchases stock in the land bank equal to its own stock 
purchased by the borrower. 

During the 1930'8, more than one third of the 5,000 a.ssociations 
became impaired and insolvent. The federal land banks, therefore, 
undertook to reorganize and rehabilitate the system, by means both 
of fimmcial support and of consolidation and readjustment of terri- 
tories, they reduced the number of associations and their operating 
expenses. The land banks omitted payment of dividends on their 
own stock from 1931 to 1944. So did the associations, whicli were 
encouraged to build up a surplus reserve fiom net earnings in addi- 
tion to the required legal reserve. All the 1,202 associations now in 
existence are solvent. 

Federal land bank loans outstanding 1 ‘eached a peak of $2,702 
million in 1935, Since then, improved agricultural conditions, higher 
prices for agi*icultinal land, and increased competition from private 
lenders has caused a decline to $957 million at mid-ig.51. The loans 
are restricted in the following ways: 

1. Borrowers must be farmers or ranchers. 

2. The purpose must be to purchase land for agricultural uses; 
to buy equipment, fertilizer and livestock necessary for the 
reasonable and proper operation of the mortgaged farm; to 
provide buildings and iinpiove faim land; to provide the owner 
of the mortgaged land with funds for general agricultural uses; 
or to liquidate debts of eligible borrowers incurred cither at 
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least t^vo years before the date of the loan application or for 
general agricultural purposes. 

3. The minimuni loan is $100 and the maxinium is $100,000 but 
the approval of the land bank commissioner at Washington is 
required on loans exceeding $25,000. Loans cannot exceed 
05 percent of the appraised normal value of the farm for agri- 
cultural purposes (based on earning power and sale jrrice of 
similar farms). The appraisal is made both by the association's 
loan committee and the land bank appraiser. 

4, The minimum maturity is 6 years, the maximum 36 years, and 
amortization over the period is required, but 20 to 30 years is 
typical. 

The rate diarged the borrower by the association may not be more 
than 1 percent above the basic land bank rate. In 1951 this was 
generally 4 percent (4^ percent in two districts). The borrower pays 
recording cliai-ges and furnishes satisfactory evidence of title. Direct 
borroiveis pay a late ^ of 1 percent above the association rate. 

The federal land banks provide mortgage credit at a rate equal 
to the cost of funds to them plus a margin for expenses and reserves. 
They tap the investment markets chiefly by Issuing consolidated 
federal land bank bonds which are the joint and several obligations 
of the t^velve banks but which carry no government guarantee of 
either principal or interest. The bonds are secured by placing an 
equal amount of loans or United States Government obligations 
with die district farm loan registrar. For short periods, the banks 
have also borrowed considerable sums from commercial banks and, 
on occasion, from die Federal Farm Mortgage Corporation. Their 
financial condition, as well as that of the other constituent bodies 
of the FCA, is shown in Table 75. 

Production Credit System Following banking difliculties in agri- 
cultural areas in the 1920*s and early 1930’s, the Farm Credit Act 
of 1933 laid the foundations for a system of short-term agricultural 
credit. It set up twelve government-owned production credit corpora- 
tions. These were to lend funds obtained from the federal intermedi- 
ate credit banks through production o'edit associations ultimately 
owned as well as operated by borrowing farmers and randiers. The 
government's initial capital investment of $120 million ivas reduced 
to $39 million by mid-1951, but the amount may be adjusted by 
the governor of the FCA to meet current requirements. The funds 
are used primarily to capitalize production credit associations in 
their respective districts. Associations widi a minimum of ten bon'ow- 
ing farmers are chartered by the corporations with the approval of 
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the governor of the FCA and are subject to their supervision. At 
mid- 1951 the 600 production credit associations had a capital of 
$90 million; of diis, $13 million of Class A stock was held by the 
corpoiations and $19 million by farmers, while the $58 million of 
Class B stock had been acquired by the 465,000 members in connec- 
tion with loans.® Class A shares have preference as to assets but not 
dividends, while only Class B sliares (which can be held only by those 
who have borrowed within the past two years) have voting power. 
Each holder has one vote regardless of tlte number of shares owned. 
Each borrower must hold stock equal to 5 percent of the amount of 
his loan. The associations generally have boards of directors of five 
members, with a loan committee composed of the secretary, treasurer, 
and two directors. In some cases tliey have joint offices and staffs with 
national farm loan associations, and the two organizations commonly 
perform services for each other. Production credit associations have 
over 1,000 branch offices and many other locations at which loan 
applications can be made. 

The associations endeavor to provide complete short-term financ- 
ing, covering planting, cultivating, harvesting and marketing of farm 
crops, production of livestock, acquisition of feed, seed, and machin- 
ery, repair of farm buildings, and refinancing of outstanding debts 
incun'ed for agricultural purposes. They lend on a budget plan 
covering a year's operations, with funds disbursed as needed and 
repaid when farm income is received. Loans may be for as little as 
$50 and may run as long as 3 years, but generally mature within 
1 year. They are usually secured by a chattel mortgage on crops, 
livestock, and equipment. No unsecured loan may exceed one fifth 
of an association’s capital and surplus, while no secured loan may 
be more than one half without the approval of the district corpora- 
tion and the production credit commissioner. 

Associations invest their own capital in approved securities, chiefly 
those of the federal government. They obtain funds needed for 
lending by rediscounting their members’ notes (with their endorse- 
ment) with their district federal intermediate credit banks or by bor- 
rowing directly from them. At mid- 1951 such rediscounts were $614 
million and notes payable were $49 million. 

Production credit associations will not replace commercial banks, 
which provide checking account and other banking facilities. But 
many rural banks, especially in the midwestem farm belt, resent 
what they regard as unfair competition from associations able to 

8 Over 85 percent, or 179 associations, were completely member-owned. The associa- 
tions have generally built up their financial position instead of paying dividends to 
members. 



<14 


URBAN MORTGAGE CREDIT AND AGRICULTURAL CREDIT 


offer low rates on funds made available tlirougli government borrow- 
ing, In tlic West, however, loans to ranchers are often too laige for 
local banks, while in the South many loans are too small to attract 
private sources of credit. 

Cooperative Bank System The Farm Credit Act of lO.^.B also 
provided financing facilities for eligible farm cooperatives." It estab- 
lished a Central Bank for Cooperatives and twelve district banks. 
The Central Bank usually serves cooperatives of national and broad 
regional scope, but it participates in many loans made by the district 
banks, and vice veisa. Frequently the district banks also lend to one 
another. The capital stock was originally subscribed from balances 
remaining in the revolving fund of §500 million with which the 
Farm Board was authorized to lend by the Agricultural Marketing 
Act of 1929; its amount now lies in the disaetion of the governor 
of the FGA. The great bulk ($178.5 million at mid-19r)l) is owned 
by the government. The balance ($16.5 million) is owned by borrow- 
ing cooperatives which buy stock equal to 5 percent of opciating 
capital and facility loans and 1 percent of commodity loans. Upon 
final payment of a loan, the stock is normally retired at par. The 
Central Bank, located in Washington, is operated by a 1}oard of 
seven directors composed of the coo]3crativc bank commissioner as 
ex-officio chairman and six members appointed by the governor of 
the FGA, three of them fiom among persons nominated by borrow- 
ing cooperatives. 

Practically all the loans are used directly in producing, processing, 
and marketing foods and libers or to assist farmers in producing 
such products. The loans arc of tliree general classes: 

1, Commodity loans to provide funds to handle, sort, grade, and 
pack faim ]3roducts. These are short-term advances secured by 
a first lien on the commodity being prepared lor market and 
are usually repaid ^vhen it is sold. 

2. Operating capital loans to supplement the funds supplied by the 
members of the cooperative and used to defray miscellaneous 
costs of operation. These are short- and mcdium<^lcrm advances 
generally secured by Hens on real estate and inventories and are 
usually repaid at the close of the marketing period. 

s To be eligible, the cooperative mu^t be operated for the miiLiinl benefit of Its 
rnembers and ^ most of its business with them. It must limit each member to one 
vote and have 90 percent of voting rights held by producers, and must limit dividends 
to 8 pel cent n ycai. 

10 Of the amounts, <00 million and <2.4 million, respectively, are In the Ccnirnl 
Dank. Some Imrrowcrs make {uiymcnts into the guaranty fund nncl do not Imy stock. 

uAt mithlOSl the $311 million of loans Included commodity loans of $30 million, 
operating capital loans of $160 million, and Facility loans of $116 million. 
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3. Facility loans to construct or purchase warehouses, receiving 
or sorting stations and other physical facilities. These loans 
may have a maturity of 20 years but in practice seldom exceed 
10 years and are usually repaid in annual installments. They 
are generally secured by a first mortgage on the facility and are 
limited to 60 percent of its appraised value. At mid-1951 the 
inteicst rates were 2% percent on commodity loans, 3 percent 
on operating capital loans, and 4 percent on facility loans. 

In addition to using their own capital and borrowing from one 
another, the banks for cooperatives borrow from the federal inter- 
mediate credit banks and From commei'cial banks. Tliey also sell 
interests in loans to other financial institutions. The Central Bank 
can issue debentures up to five times its paid-in capital and surplus. 
It first made use of this power in 1950, and at mid-1951 it had $30 
million outstanding. In practice, the volume of operations of the 
system has been limited by the government purchase and loan pro- 
gram for agricultural products through the Commodity Credit Cor- 
poration created in 1932. It should be noted, however, that the FCA 
at Washington conducts extensive research into the problems and 
practices of farm cooperatives in order to help them. 

Intermediate Credit System The agricultural depression after 
World War I, witli its freezing of short-term loans made by local 
commercial banks, led to the Agricultural Credits Act of 192^ This 
act created twelve federal intermediate credit banks, one in eacli land 
bank district, to rediscount paper maturing in less than 3 years for 
agricultural lenders. They ivere not to lend directly to farmers. 
Prior to 1933 much of the activity of the new system involved financ- 
ing farmers cooperatives. Loans often provided that local banks take 
obligations with maturities up to 6 months and the intermediate 
credit banks take the longer maturities. The institutions' capital 
stock of $60 million is owned by the government. They have a re- 
volving fund of $40 million on call. While the government receives 
no dividends on its stock, it is paid 25 percent of net earnings an- 
nually as a franchise tax. 

The banks make collateral loans to farm lenders and discount 
farmers’ notes with their endorsement. These lenders include pro- 
duction credit associations, the great bulk of whose financial needs 
they supply, as well as banks, agricultural credit, and livestock loan 
{“ompanies and other state-chartered financing institutions. The 
Ijanks also lend to farmers cooperatives, as well as banks Cor coopera- 
tives. To be eligible, the proceeds of the fanners' notes discounted 
or used as collateral must have been used in the first instance for an 
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agi-icultural purpose. Their maturity cannot exceed 3 years and 
ordinarily ranges from 3 months to I year. The lending institution 
also pledges a substantial portion of its own capital* usually in the 
form of United States Government or other approved bonds, Ad- 
vances to commercial banks, added to their other liabilities, cannot 
exceed twice paid-in and unimjwired capital and surplus. To other 
financing institutions advances cannot exceed ten times this figure. 
The intermediate credit bank rediscount rate cannot be move than 
1 percent highei than the rate at which they sell their debentures, 
while eligible notes cannot carry a rate more than 4 percent above 
tlie intermediate banks’ lates. In 1951 the intermediate CTcdit bank 
rates were 2|4 percent at some banks and percent at others. 

The intermediate credit banks finance themselves primarily by 
issuing consolidated debentures up to ten times their capital and 
surplus. The debentures are secured by deposit with the farm loan 
registrar of an equal amount of collateral. This consists primarily of 
obligations acquired in their loan and discount operations but also 
includes United States Government bonds and Federal Fai*m Mort- 
gage Corporation bonds. The debentiucs cannot have a maturity 
greater than 5 years, but in practice are correlated ^vitli the banks' 
own loan maturities. In 1951 the debentuies ran for 3, 5, and 9 
months with an average interest cost of 1.97 |3ercent. The interme- 
diate credit banks may also borrow from each other and from com- 
mercial banks, besides having access (rarely used) to the RFC and, 
under regulations of the Board of Governors, to the Federal Reserve 
banks. 

OTHER AOBNCIBS 

Federal Farm Mortgage Corporation In 1934 the 
Federal Farm Mortgage Corporation was set up to provide supple- 
mental high-risk farm mortgage credit. It served primarily to re- 
finance mortgages already in or on the verge of default, Its loans ivere 
made in die name of the land bank commissioner, through the 
facilities of the federal land banks and national farm loan associa- 
tions, often jointly with a federal land bank loan. They were limited 
to $7,500 and were secured by a first or second mortgage up to 75 
percent of the normal value of farm property, real or personal. The 
Corporation could also lend to the land banks and buy their bonds. 
Owned by die government, its capital of $200 million (represented 
by land bank commissioner loans authorized in 1933 and taken over 
by it) could be supplemented by issue of up to $2 billion of govern- 
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mentally guaranteed bonds. Its lending authority expired in 1947 
and its assets equaled $38.2 at mid-1951. 

Agencies in tlie Department of Agriculture Within the Depait- 
ment of Agriculture but independent of the FCA are a number of 
other lending piograms, which had tlieir inception in the depression. 
In 1949 the Department of Agi-iculture absorbed the Agricultural 
Credit Corporation. In 1937 the latter had succeeded the twelve 
regional corporations which had been set up by the RFC in 1932 
but had ceased lending generally in 1934 when the production credit 
system was organized. The lending activity of the Agricultural Credit 
Corporation has been confined to lending in emergency distressed 
areas in 1937 and 1941 and to aiding increased production of foods 
and fibers for the war effort. The Department of Agriculture also 
includes the Rural Electrification Administration created in 1935 by 
executive order. This body is authorized to lend to corporations, 
municipalities, and other public organizations as well as to potver 
companies and individuals in order to finance the construction and 
operation of electric facilities in rural areas not otherwise served 
by existing utility companies. In 1949 the authority was extended 
to include telephone facilities. The loans may cover the entii'e cost 
of plant and line and may be amortized over 35 years at a rate of 
2 percent. 

The Farmers Home Administration of the Department of Agri- 
culture was created in 1946 to consolidate various welfare and 
rehabilitation programs instituted as far back as 1933. These in- 
cluded the Farm Security Administration and the Emergency Crop 
and Feed Loan work of the FCA. Loans are made from appropriated 
lunds to farmers, including tenants and sharecroppers, who cannot 
borroiv elsCTvhere on reasonable terms. Loans are of several types: 
operating loans designed to increase production, elevate standards 
of farm practice, and enable purchase of livestock, supplies, and 
equipment: loans running up to 40 years and limited to $12,000 
enable purchase of family type farms or improvement or enlarge- 
ment of farms to make them efficient family type units. Similar farm 
oivnership loans made by private lenders are insured up to 90 per- 
cent of the investment in the farm. Veterans have preference for 
farm ownership loans., In seventeen western states loans are also made 
to install or repair water facilities. Guidance in farm management is 
provided as needed by the Farmers Home Administration. The 
borrower able to relinance on reasonable terms throu^r responsible 
private sources is required to do so. In 1949 farm housing loans were 
authorised for a 4-year period. 
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The CommodUy Credit Corporation, cieated in 1933, also oper- 
ates within the Department of Agiuailtme. Its primary purpose is 
to peg or support prices of farm products and permit orderly mar- 
keting of oops in years when excessive pioduction tends to under- 
mine farm income. It does this by placing loan values on basic 
commodities under control progiams, ivhich often exceed the cur- 
rent market price. It may lend directly to farmers but usually makes 
advances in cooperation with local banks or lending ngendes. The 
CCC agrees to buy the paper under ceitain conditions. If the price 
of the commodity falls below the loan value, the fanner alloivs the 
CCC to take over the product (which has been inspected and stored 
at die time it was pledged) as payment for the loan. In sucli cases, 
his 3 percent interest is waived. If the market price rises above the 
loan value, the farmer can sell the crop, repay the loan and inter- 
est, and keep the difference. Thus, he is guaranteed a minimum 
price for his product. In 1948 the loan plan was modified to grant 
the farmer an option (without cost to him) to deliver a stated maxi- 
mum amount to the government between harvest and the beginning 
of the next crop. This avoids the necessity of loan applications and 
delivery of product to acceptable storage elevators or warehouses. 

The GGG has a capital of $100 million maintained at that figure 
if needed by the Treasury and can boriow $6,750 million in obliga- 
tions guaranteed by the government. Losses on the price-support 
program from October 1933 tluough January 1950 were $483 mil- 
lion, but over-all losses resulting from related activities of the sup- 
port and export programs, by subsidy and other payments, were 
$2.3 billion. The plan is essentially not a financial progi'am, but one 
of improving the welfare of an entire class of producers through 
policies designed to insulate that group from competitive markets. 

QUESTIONS AND PROBIEMS 

1. a. Contrast the sliarc account in a savings and loan association with 

the savings account in a mutual savings bank and the thrift ac- 
count in a commercial bank. 

b. Compare the portfolios of savings and loan associations and mutual 
savings banks. 

c. Compare the surplus position of savings and loan associations and 
mutual savings banks. 

2. Compare the Federal Savings and Loan Insurance Corporation ivith 
the Federal Deposit Insurance Corporation ns to ownership, coverage, 
pramiums, nature of claims and methods of settling them, non- 
insurance functions, and financial strcngtli. 
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3. a. “The Federal Home Loan Banks were set up in order to help 

financial institutions rather than home owners," What evidence 
can you cite to justify tliis statement? 

b. Compare the federal home loan banks with the Federal Reserve 
banks as to organization, control, operation, and functions. 

4. Among tlie most impoi tant reforms in home mortgage financing have 

been: 

(1) Elimination of the second mortgage market, 

(2) Provision for pei iodic repayment of principal. 

(3) Basing of tire mortgage on the long-term stabilized value of the 
property. 

(4) Creation of a secondary mortgage market. 

a. Explain the importance of each. 

b. Does tlieir existence mean that the present mortgage situation is 
sounder than that of the 1920's? Explain. 

B. a. Contrast the protection to the lender under a section 203 FHA 
insured loan with that under a VA guaranteed loan on the same 
property. 

b. A home is purcliased for $12,500, on which a lending institution 
would be willing to lend $7,500 at its own risk. Explain why it 
could lend the entire purchase price (ignoiing down payment) on 
a VA loan. If the loan defaulted immediately after being made 
and the property was sold for $8,000 what loss would be incurred 
and by whom? If a conventional loan for $7,500 had been made 
instead, what loss would have been incurred, and by whom? 

6. a. “Unlike bank supervisory autliorities, in its relation with federal 
savings and loan associations the Home Loan Bank Board has 
regarded itself as nursemaid ratlier than as supervisor." What 
evidence can you cite to justify this statement? 

b. Is the spirit undei lying the FHA and the PHA compatible with 
the conception of credit control and monetary policy? 

7* a. Why did tlie federal government enter the farm mortgage field 
in 1916 while waiting until the great depression of the 1930*s to 
enter the urban mortgage field? 

b. Compare the role of the federal government in the urban mort- 
gage and agricultural finance fields, including guarantees and sub- 
sidies provided. 

8. a. Contrast tlie role of national farm loan associations with that of 

production credit associations. 

b. Contrast the role of the federal land banks with that of the federal 
intermediate credit banks. 

9. a. How could the Federal Farm Mortgage Corporation between 1934 

and 1947 make a profit of $105 million on its capital of $200 mil- 
lion, when it took over refinancing of farm mortgages at a time 
when nearly one fourtli of them had been foreclosed or were in 
process of foreclosure because of default? 
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b, Contrast the program of the PHA with tliat of the Farmers Home 
Administration. 

c. Why should loans of the CGG more accurately be termed "condi- 
tional purchases"? 

10. Compare the economic and social effects of subsidized housing with 
those of subsidized agi iculture. 
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A 

/^\s WAS observed earlier, the act of saving repre- 
sents a diversion of the flow of spending for current output of goods 
and services. In the preceding chapters we described the operations 
of institutions which accumulate savings and distribute the funds 
to those engaged in adding to the stock of real capital in our country. 
The recipients of the funds are thereby enabled to bid for the pro- 
ductive factors freed by the act of savings. The.se institutions serve 
the useful purpose of restoring funds to the income stream by mak- 
ing them available to persons and institutions desiring to add to the 
productive capacity of their enterprises and tliereby maintaining 
the volume of aggregate spending or national income. 

If realized investment is less than planned savings— or as it is often 
loosely stated, all savings are not restored to the income stream by 
investments— aggregate spending and national income will decline. 
But income need not decline if consumers increase their purchases 
with new borrowing. As a result of increased consumer indebtedness, 
the demand for oxitput as a whole increases. Thus, consumer credit 
by allowing consumer units to spend in excess of their current in- 
come serves to swell aggregate demand and hence income. When 
consumer indebtedness declines part of the consumer units’ current 
income is not available for spending on current output and aggregate 
demand and income may decline. 

Consumer credit is used to acquire goods and services for per- 
sonal use rather than for productive employment. These goods may 
be durables, such as homes, automobiles, television sets or household 
equipment, or they may be soft goods, such as clothing or food. The 
services range all the way from medical and dental care and funerals 
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to vacations and education, Consumer credit, therefore, serves two 
distinct purposes. On the one hand, it makes possible immediate 
enjoyment of i-elatively high-cost goods, thereby enliancing the indi- 
vidual standard of living. On the other hand, it meets linancial 
emergencies. Beginning as an aid for the poor, consumer credit 
institutions have placed growing emphasis on meeting the expand- 
ing credit needs of the middle- and lower-income groups who make 
up the largest segment of our highly industrialized urban society. 

Without consumer ci’edit the present stiucture of our economy 
would be impossible. Our high standard of living is explained in 
part by the large ^'olume of consumer durables ^vhose costs have been 
sharply reduced by mass production. Their mass markets, in turn, 
depend on consumer credit. Without consumer credit, for example, 
the automobile industry, the largest single peacetime user of steel, 
would probably be a fraction of its present size. On consumer credit 
depend the durable consumers’ goods industries, ivhicli arc such an 
important part of our present economic life. Their giowth has gone 
hand in hand with the development of consumer CTcdit. 

Consumer credit differs from commercial credit in sevei'al impor- 
tant respects: 

1. The amount involved in the average transaction is far smaller 
than the average loan granted for productive purposes. 

2. The smaller average size makes for disproportionately heavy 
costs of operation. More work is required than on commertial loans, 
in investigation, bookkeeping, and collection. These costs do not 
vary greatly with the size of the loan; in fact, the smaller tiic amount, 
the greater the difHculty of securing information on the applicant. 
The result has been that consumer banking institutions can operate 
successfully only by charging much higher rates than those cliargcd 
by commercial banks on business loans. Such charges must be ex- 
empted from the ordinary usury laws. Incidentally, the high cost of 
consumer credit is due not to a heavy incidence of bad debts but to 
the expenses involved in making and servicing these loans. 

3. Repayment of consumer credit is based on income, but rarely 
directly increases tlie income-earning capacity of the debtor. This 
means that to a large extent it is self-perpetuating, ne^v loans often 
being incurred to pay off old ones. It means also tlint the terms of 
the credit usually call for payment in periodic scheduled install- 
ments as income is received. Stability of employment and income 
of the borrower is therefore emphasized. Since consumer credit is 
repaid on an installment basis wliere the charge is not stated as a 
percentage of the actual balance outstanding, the time or effective 
rate is roughly double the discount cliarged on the initial obligation. 
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A simple foniiula commonly used for estimating the effective rate 
on an installment contract is: 

. ^ Zmc 

* p(n+T) 

where i s the effective rate per annum (annual rate of simple in- 
terest). 

m =a the number of payment ]>eriods per year (12 monthly, 
52 weekly). 

c B the dollar cost of tlie credit. 
p = the net dollar amount advanced. 
n aa the number of payments scheduled. 

Thus on a contract to pay $100 in montlily installments over a year, 
when a discount of $6 is deducted for the financing charges, the true 
rate is roughly 11.78 percent, while a discount of $3.33 represents a 
rate of 6.35 percent. 

4. The volume of consumer credit is mainly a function of personal 
income, especially wages, with which it rises and falls. The income 
elasticity of demand for consumer durables and for loans to finance 
their purchase is greater than their price elasticity. This means that 
finance charges are a lesser consideration than the size of the monthly 
payment. The focal point for control of the volume of consumer 
credit, therefore, is tlie terms, both down payment and size of 
monthly (payments. 

There are two principal forms of consumer credit: sale credit and 
cash or loan credit. The consumer may borrow the sum In cash and 
disburse it; or he may acquire goods from the seller in return for a 
promise to pay part or all of the purchase price. Some financial insti- 
tutions specialize in making cash loans. Others finance business con- 
cerns that sell on credit by taking over the buyer’s obligation. Cer- 
tain odier organizations provide both cash and sale credit for con- 
sumers. The over-all growth of leading types of consumer credit 
since 1929 is shown in Table 76. which relates to credit originally 
extended for 5 years or less and omits real estate credit (treated in 
Chapter 30). The statistics include (1) installment cash loans, 
whetlier granted by commercial banks, indusnial banks, personal 
finance companies, or credit unions, and single payment loans of 
commercial banks and pawnbrokers; and (2) installment sale credit, 
whether finaucecl by merchants, sales finance companies, or other 
consumer credit institutions. The table also includes charge accounts 
and service credit, such as is gi'anted by physicians and dentists. 
Ordinarily neither of these is specifically made the basis of special- 
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TABLE 76 

SHORT-TERM CONSUMER CREDl'l’ OUTSl'ANDWG IN THE UNITED STATES 

(000,000 omitted) 


Close 

of 

year 

Total 

Installment 
cash loans 

Single 

payment 

loans 

Installment 

sales 

Chaigc 

accounis 

Sci vice 
credit 

1929 

$ 6,252 

$ 643 

? 749 

$2,515 

$1,749 

$ 596 

193S 

3,439 

466 

303 

1,122 

1,081 

467 

1941 

8,826 

2,143 

565 

3,744 

1,764 

610 

1945 

5.627 

1,422 

510 

942 

1,981 

772 

1951 

20,644 

6,964 

1,436 

7,546 

4,587 

1,111 


Source: Federal Reserve Bulletin. 


ized financing and is therefore not discussed here.' It will be ob- 
served that about two thiitls of the total consists nl installment in 
conti'ast to noninsiallment credit, and that to an iiUTeasing extent 
cash credit is being used in lieu ol sale credit, 

The year 1910 may be taken as the approximate beginning of the 
new era in which specialized banking institutions develojied to pro- 
vide consumer credit. Prior to that time borrowing for consumption 
}3urposes was frowned upon. Individuals who needed to borrow lor 
consumption were generally compelled to resort to jsawnbrokers 
and unlicensed lenders, while installment buying was usually con- 
iined to inferior merchandise sold ai excessive prices. The estab- 
lishment of tlie Russell Sage Foundation in 1907 was a landmark 
in the development of institutional facilities for consumer credit. 
Out of its work gi-ew the personal finance business conducted under 
tlie small loan law. The first American credit union ^vas organized in 
1909 and the first industrial bank in 1910. About lOlfi the sales 
finance company began to assume importance, and in the 1920’s 
commercial banks began to orgjinize personal loan departments and 
thereby created a direct link between consumer credit and the 
money stock. 

1 Extended charge accouiils, such ns those which permit payment for clothing in 
Installments over several nmnibs. resemble installment cieclil. 
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(Kcdcral Reserve esiinintes) 



■ PERSONAL FINANCE COMPANIES 

Personal finance or small loan companies make cash 
loans of small amounts chiefly for consumption purposes. They con- 
duct business under statutes designed to do away ^vith '"loan sliarks" 
operating outside the law and charging all that the traffic will beat*. 
These “small loan" statutes provide for the organization and regu- 
lation of lenders to meet the pressing financial needs of people of 
small means.^ Massachusetts enacted die first modern small loan law 

s Pawnbrokers .irc of small and shrinking importance. They cither lend against 
scLuriiy or purchase propcity with an agreement to resell within a designated time. 
The pledge is of pcntonnl diattels, lutimlly sinnll and fairly high-value objects with a 
teudy resale value. The rtniindally cmbairasscd ns well as the [loor arc their patrons, 
while almiit one fourth of their loans arc for business in contrast to personal purposes. 
Normally H6 percent of plctl|^s arc ledccmcd. The business Is subject to legal rcguln> 
tlon, mostly roqulrlhg state or local licensing, bonding, and supervision by the local 
puiicc, and regulating practices and cliaigcs. Rates vary from 24 to 120 percent pei 
muiuini with 86 iicrccnt consideicd typical. Remedial loan assodations have been or- 
gtini/ed along j^hllnnthropic lines Most j>romiiient is the Provident Loan Society of 
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in 1911, A campaign for such legislation was undertaken by the 
Russell Sage Foundation, On the basis of comprehensive studies, it 
prepared the first draft of a Uniform Small Loan Law in 1916. The 
draft was based on the idea that adeejuate loan facilities for the 
masses will be available only if lenders are freed from ilic restiic- 
tions of the usury laws, although rates and practices should be legu- 
lated and ofiices licensed. Revised from tune to time, the seventh 
draft appeared in 1942. It lias served as a model for most of the state 
laws now in effect, hut variations are often as significant as arc points 
of resemblance. In 1950 thirty states had such legislation, and seven 
others had laws that were dissimilar. The business doubled between 
1929 and 1941, and more than doubled between 1941 and 1951, 
when the companies had installment loans of $1,268 million out- 
standing at the end of the year. 

Many individuals and partnersliips as well as corporations con- 
duct a personal loan business. A license is lequircd for each office 
operated, but licenses are usually freely granted. Offices are found 
principally in indiistiial aiens and in the huger cities, .since patrons 
are chiefly wage and salaried workers. The greater part of the busi- 
ness is conducted by a few national oigani/ations wliicli operate 
chains of ofiices tlnoughout the country nr in specific regions. Be- 
cause of dissimilar state laws, s(}me of the larger companies prefer to 
establish subsidiaries in each state in which they operate. Each sub 
sidiaiy, in turn, operates branches tlnoughout its state. The Uniform 
Small Loan Law requires a minimum capital of .$20,000 for cadi 
oflice operated. The law further requires that specific records be 
kept, bonds provided, standard forms used, and that the books be 
open to examination by the state authorities. The companies lend 
their oivn capital, 'ivhich they supplement by funds obtained from 
commercial banks and the coinnieicial paper market. 

Loans, repayable in installments, have maturities of from 5 to 
24 months. While based on the liorrower’s income, most of the loans 
are secured. The security frequently consists of chattel mortgages 
on household furniture, automobiles, and other property. Wage as- 
signments (permitted by tlie Uniform Small Loan Laiv to the extent 
of 10 percent of the borrower's ivjiges) and comakers (third parties 
signing the note for the benefU of the borrowei*) aie also found. 
Some loans, hoivever, are made on the unsecured promise ol the 
borrower. 

Many small loan laws still limit a single customer's total loan with 
a finance company to $300, the amount specified in the first draft ol 

New York, whlcli operates as a pawnbrokci, but some othei-a opciute uiitlei the small 
loan law. 
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the Uniform Law, With the general increase in prices, eleven states 
have raised the limit to $500 or more. In certain states additional 
loans may be granted under other statutes. 

The business is costly to conduct. Expenses are high on a per- 
centage of loan volume, since the average size of loans probably does 
not exceed $150 to ,$200. The applicant is usually interviewed. A 
rapid credit investigation is made, partly by an ‘“outside” man and 
I>artly by telephone, to verify the data contained in the application 
as to the pin pose of the loan, outstanding indebtedness, income, 
living expenses, and means of repayment. When a loan is on the 
books, records must be kept of the small weekly or montlily pay- 
ments and efforts made to keep delinquency as low as possible, while 
recognizing the social and human aspects of the business. Extension 
is necessary Avhere an honest debtor loses his job, becomes ill, or 
othenvise is unable temporarily to meet payments, while adjust- 
ment of the debt may be required in more serious situations. At the 
same time, prompt payment is sought from those who can pay. Much 
of the business on the books is "repeat” business from satisfied cus- 
tomers who go into debt again. More than half the debtors increase 
their loan before completing the original payments, while others 
refinance in older to leduce the monthly payments. Losses are small 
because of the diligence displayed by the companies. 

The Uniform Small Loan Law in its seventh draft permits a maxi- 
mum rale of $ percent per month on unpaid balances of $100 or 
less and 2 percent on unpaid balances in excess of $100. Certain 
states have reduced these rates; thus. New York permits 2 % percent 
on the first $100 and 2 percent on the remainder. In general, no 
additional investigation fees or finance cliarges are permitted. In- 
terest cannot be deducted in advance or compounded, while bor- 
rowers may repay at any time and are chai'ged only for the time the 
loan is actually outstanding. The rate which lenders can charge for 
their loans must be high enough to ensure the flow of legitimate 
capital into the small loan business. Too low a rate drives out legiti- 
mate lenders and leaves loan sharks in operation. 

■ CREDIT UNIONS 

Credit unions are cooperative associations of people 
with common intcicsts who pool their savings in order to lend to 
their members at low rates. The American credit union stems from 
nineteeiitli-century European cooperative credit institutions, but it 
is designed to provide funds for consumption rather than for pro- 
duction. In 1909 the first American credit union was organized 
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in Manchester, Netv Hampshire, and Massachusetts ]iassed the first 
law aiitliori/ing the formation of citjdit unions. The movement 
gathered momentum after the Bo.sLon meuiiant-philainliropist E. A. 
Filcne became interested, and tlie Ciedit Union National Extension 
Bureau was established to secure legislation in the various states 
and to aid directly in forming credit unions. By the fall of 1951 
all but four states had passed laws, while in 1934 Congress had 
adopted the Federal Credit Union Act which provided lor credit 
unions under federal auspices i^nd promoted their organization. 

At the close of 1951 there were 11*275 ciedil unions that reported 
to the United States Bureau of l.abor Statistics, with .5.2 million 
members and loans outstanding of $747.4 million. Of these, credit 
unions established under state law comprised slightly over half the 
total number of unions and members, but held almost three fifths 
the total loans outstanding. From 1936 through 1941 the movc> 
meiit showed extremely raj)id gi-owth; expansion was resumed in 
1944. The figuies on credit union loans outstanding indicate, hotv- 
ever, that despite all the promotional effoit made, the credit union 
plays but a small role in American consumer finance. 

Credit unions succeed, as a whole, only when the mciiihcn arc 
drawn from an homogeneous gioup, closely associated b'y interests, 
residence, or, particularly, occupation. Among such groups arc em- 
ployees of a manufacturing plant or members of an office staff; mem- 
bers of a specific coo]}cralive: membcis oL a fiaternal or religious 
group; and members of a laboi union. The record of credit unions 
shows numerous instances where they have become inactive alter 
having been in operation for a limited period. Either the inteicst 
of the members ^vaned, the group was too small, or it was difficult 
to find officers to conduct affairs. 

A minimum of fifty members is required for a federal charter, 
and similarly in most states. Each member must own at least one 
share, which generally has a par value of either $5 or $10, and may 
be purchased on installments. Regardless of the number of shares 
owned, each member has only one vote in electing oilic'crs and de- 
termining policies. Additional hinds are obtained from tjhe small 
entrance fees charged members, acceptance of deposits (where per- 
mitted by law), loans obtained from commcicial banks or other 
financial institutions, and from earnings retained instead of paid 
out as dividends. The lederal law permits borrowing up to 60 per- 
cent of capital and surplus, but this practice is rare. 

In addition to officers, the federal law requires a board of at least 
three directors, a credit committee of three or more members to pass 
on loan applications, and an auditing committee of thi'ce members. 
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Regular offices are frequently not maintained, and officers usually 
serve without pay, except for a nominal amount paid tlie treasurer*, 
who acts as manager. Thus, the credit union keeps down expenses 
while it trains its member's in business methods and self-government. 

Loans, made for a provident and constructive purpose, are usually 
confined to members, and they are repayable in weekly or monthly 
installments. Federal credit unions may make unsecured loans up 
to $400, but loans in excess of that sum must be secured. Security is 
usually provided by comakers, although chattel mortgages and real 
property are frequently accepted. The borrower’s shares in the credit 
union are^customarily pledged as additional security. Federal credit 
unions cannot lend a single borrower more than $200 or 10 perceirt 
of capital and surplus, whicliever is larger. 

Charges on loans are limited by the federal larv and most state 
laws to 1 percent a month on the unpaid balance, and most credit 
unions charge this rate. Delinquency tines may be added to it. After 
payment of operating expenses, the income is used to set up reserves 
for losses and to pay dividend.s. Federal credit unions mu.st set aside 
all cnti'ance fees and lines and 20 percent of annual net earnings 
before dividends to a reseiwe for losses until it equals 10 percent of 
outstanding stock. Unlike savings banks and savings and loan associa- 
tions, which endeavor to keep dividend rates steady, credit unions 
often vary them consideiably from year to year, 

■ SALES FINANCE COMPANIES 

The sales tinance company is principally engaged in 
'financing the retail sale of durable consumers’ goods, chiefly auto- 
mobiles, to be paid for on the installment plan out of consumer 
income. Therefore, it supplies funds primarily to move goods from 
dealer to consumer, whereas tlie commeicial tinance company de- 
scribed in Chapter 10 finances their movement from manufacturer 
to merchant or from Avholesaler to retailer.® The sales credit it 
extends is contrasted with the cash credit furnished to individuals 
by personal finance companies and other agencies. In any case, it 
stands basically as a specialized intermediary between the banks and 
the consumer, to supervise tlie credit which enables the individual 
to purchase tlic durable consumeis’ goods that he desires. A lesser 
part of its business is to finance installment sales of machinery and 
equipment to piocUicers and to finance the inventoi'ies of automo- 
bile and other dealers. 

8 Mnny sales rinnucc companies also act as commercial finance companies. 
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The sales Bnancc company gre\v out of the commercial finance 
company. Its history, dating hack actively to about 1915, has been 
cotemiinous with that of the automobile inclustiy. Banks shunned 
untried automobile credits as involving excessive risks. The sales 
finance company provided a mass market for automobiles by adopt- 
ing installment payments which were synchronized with the indi- 
viduars income. It permitted automobile manufacturers and dealers 
to apply their limited capital to expanding the scale of their opera- 
tions to meet increasing public demands foi their product. Since 
the early 1920*s, installment plans have been extended to other 
articles as well. Since the late I92()’s, various finance companies have 
absorbed some leading textile factors. During the 1930’s some have 
added various insurance activities and small (cash) loans and during 
World War II (ivhen installment business was greatly restricted) one 
even acquired some manufacturing enterprises. 

Sales finance companies may be classified in several ways. By de- 
gree of specialization, automobile finance comjxinies may be distin- 
guished from "mixed’* finance companies which handle both auto- 
mobile and other paper and ‘‘diversified’’ finance companies which 
confine themselves to other paper. By area of operation, the three 
large national companie.s (General Motors Acceptance Corporation, 
Commercial Credit Company, and C.I.T. Financial Corporation) 
may be diffcientiated from a somewhat larger number of regional 
companies and horn numerous local companies. Finally, according 
to ownership, the factory-owned G.M.A.C. must be distinguished 
from factoiy-affiliated companies which have ai ranged with mami- 
factuiers to provide financing plans as aids to dealers, and from in- 
dependent companies. At the instance of the Department of Justice 
the close relations between the larger automobile maniilactuiers 
and leading sales finance companies were severed just before Woild 
War II in order to give the automobile buyer greater freedom of 
choice in selecting a financing medium. The number of independent 
companies and their share of the volume of business have varied 
greatly over the years. 

Despite the greatly increased interest of commercial banks and 
other lenders in financing installment sales, the sales finance com- 
pany is still the dominant lender in the field. At the clo.se of 1951, 
acet^rding to tlie Federal Reserve authorities, installment .sale credit 
totaled ?7,646 million, with somewhat over Iialf accounted for by 
automobile sales and the balance accounted for by other articles. 
About $1,750 million (half of the $.S,5()7 million of nonautomobile 
ci'cdit) was financed by the sellers and the remainder by financial 
institutions. Late in 1950 the approximately 2,700 sales finance com- 
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pnnies in the United States held retail installment paper totaling 
about $4 billion. Over three fourths of this, in turn, was automo- 
bile pajjer, 

TSCHNIQUe 


Installment credits adapt the terms of payment to the 
buyer’s income, while retaining a lien on the article sold. The sales 
iinance company furnishes the dealer with forms and a rate chart. 
After the dealer has made an installment sale to his customer, the 
Iinance company buys the resulting paper from the dealer and col- 
lects directly from the buyer-debtor. 

There are two basic elements in installment sales terms: the down 
payment and the length of the period over tvhich payments are to 
be made. The dotvn payment should be large enough to give tlie 
buyer a stake in his purchase and to absorb the initial depreciation 
on the article. In automobile sales the down payment is very often 
made by the trade-in of an older car, which fact tends to increase 
the size of the down payment. Payments must also be made more 
vapidly than the article wears out and loses its apj^eal to the buyer. 
Thus, the amount remaining unpaid must at all times be less than 
the usable value of the article and small enough to enable the buyer 
to com])lcte his payments.* While the finance company retains a 
lien on the article through the use of a conditional sale contract, it 
does not wish to repossess the article except as a last lesort. The 
individual transactions and the units of service charge are so small 
that any interruption to mass production handling is costly. Con- 
sequently, emphasis is placed on the buyer’s being a sound moral 
risk, having a steady job, and not being overburdened with too many 
debts reqtiiiing payment simultaneously. 

The dealer may also assume some financial responsibility to the 
iinance company. Under full recourse arrangements, he assumes the 
risk of bad debt losses and agiees to take back from the finance 
company any delinquent pajjer. This type of an arrangement is still 
(luite common for consumer durables other than automobiles. Un- 
der nonrecourse arrangements the dealer has no liability and the 
iinance company assumes all bad debt losses. There is an interme- 
diate plan whereby dealer and finance company share the credit 

* llcforu Fcdernl Remerve RcgiilutiDii W was suspctulcd on May 7, 19ri2, terms on 
new iiuiomoliilcs wcic icstrictcd lo n ininiinum down puynicnl oE one tliird and a 
mnxlnuim malurliy oC IS luoiulis, on tna|or appliances lo 15 percent down and 18 
inonilis. and on home ioi>aii's and Improvcnicnis to 10 percent and 86 months. Terms 
in (it'lual use v.iry widely »t dilEcrcnt. stages oC the business cycle. 
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losses, with a limit on one or the other. The most common variant 
of this plan is a repurchase agreement which requires the dealer to 
buy back a rej^ossessed article from a defaulted buyer for the amount 
remaining unpaid. Under this plan the iinance company assumes 
responsibility when buyers “skip” with an automobile or have it 
confiscated by public authority because of use for illegal purposes. 

The largest area of use for installment finance lies in the automo- 
bile field. The automobile is mobile as ^vell as durable and possesses 
a wide market at a substantial resale value reasonably related to 
original cost. No other articles possess all these features in like 
degree. Nevertheless, installment finance is widely used for two 
other types of goods. Industrial equipment finance resembles bank 
terra lending in the procedure followed and the analysis of the 
credit risk runs in terms of the resulting increase in income and 
efficiency of the pui'chaser. Consumer durables, such as the larger 
electrical appliances (rcfiigeiators, washing machines, radios and 
television), also often employ installment finance. But the amounts 
involved in the sale of small electrical appliances, furniture, and 
clothing arc too small for the overhead of the finance company, 
while the retailer is anxious for repeat trade. Hence, for the.se 
smaller items the retailer either carries the installment contracts 
himself or borrows against his portfolio of installment ctmtracts, do- 
ing the collecting and bookkeeping himself and accounting to the 
lender. 

Actual finance charges may be wholly or partly included in the 
price of the article. The quoted charge is usually stated as a per- 
centage discount of the original amount. The charge has been re- 
duced as finance companies have faced increasing competition from 
commercial banks. The buyer of the consumer durable is also re- 
quired to maintain fire, theft, and collision insurance. The larger 
finance companies often have their own subsidiaries write the in- 
surance through procedures integrated ivith the dealer’s sale of cars. 
It is the common practice of the finance company to rebate to the 
dealer part of tlie charge paid by the buyer. Hmvever, the former 
practice of adding a “pack” to the charge has been largely discon- 
tinued. Critics favor a less ambiguous method of stating the charge 
and a separation of the components of the charge. Eleven states, 
including California and New York, now regulate financing prac- 
tices by law. 
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'•WHOLSSALE** flNANCS 

The rapid expansion o£ the automobile industry 
found inantifactureis so hard pressed for capital that they required 
dealers to pay cash. Since the average dealer lacked sufHcient funds 
to tie up in invenLoi 7 , and the banks distrusted the automobile 
market, he turned to the company which iinanced his retail sales 
and let that company in turn borrotv from the banks. Finance com- 
panies, therefore, developed a so-called “wholesale” plan, which has 
since been extended to other items, chiefly well-known home appli- 
ances handled through franchised dealers. They relieve the manu- 
facturer of the financial burden of sales on credit by immediate 
payment for goods sliipped. The dealer’s investment in inventories 
is carried by the iinance company until the goods are sold. 

The automobile advance is represented by the dealer’s note, run- 
ning 1 to 6 months, and secured by a lien on the car. Under the 
customary “floor’’ plan, the car is stored on the dealer’s floor and the 
title is vested by the manufacturer in the finance company, which 
releases the car to the dealer under trust receipt. Less frequent i.s 
the warehouse plan under wliich the car is stored in a public ware- 
house and the advance is protected by a warehouse receipt. Finance 
comjyany clmrges are less than on the retail (installment) plan, and 
whole.sale finance is often regarded by the finance company as a 
means oi securing retail paper from the dealer, rather than as yield- 
ing much profit itself. 

■ INDUSTRIAL BANKS 

Industrial banks originally provided a combination 
ol loan and savings features. They raised funds through the sale of 
investment certificates or receipt of deposits in order to make con- 
sumer loans to industrial workers who had neither the credit stand- 
ing nor the collateral to borrow fitim commercial banks. In 1910 
the first of these institutions was organized in Norfolk, Virginia, 
through the efforts of Arthur J. Morris. Similar companies followed 
in other cities. The Morris Plan Corporation of America today owns 
a controlling interest in a few industrial banks and a minority inter- 
est in several others. Through a siibsidiai7 it provides advisory, 
auditing, and other seiwices to such Morris Plan institutions as desire 
them. Several other plans were developed, but none has had as 
widespread application as the Morris Plan. Most of the industrial 
banks now in operation in the United States are not affiliated with 
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the Morris Plan, but are independently opeiatcd and locally o^vncd. 
Development in general has lagged since 1928 as credit unions and 
commercial bank wnsumer credit departments have shown rapid 
gro^vth. 

Roughly two thirds of the states have enacted special statutes 
authorizing incorporation and operation of industrial banks. Else- 
where, they operate under the general corporation laws, the banking 
laws, or the small loan laws. The special industrial banking statutes 
regulate such niattei's as minimum capital; types, inaxinuim size 
(such as $1,000, $2,000, or $5,000), and maturity of loans; maximum 
charges, including rates of discount, investigation or service fees, 
and delinquency penalties; receipt of deposits and sale of investment 
certUicates; and autliority of the state supervisor. Over the years there 
has been a tendency for industrial banks to expand activities. This 
is reflected both in the receipt by some institutions of demand de- 
posits subject to check and in the diversity of loan plans now used. 
Some institutions, in fact, pride themselves on tailoring their loans 
to the borrowers’ needs. Recognition of their changed status is seen 
in the fact that the Banking Act of 1935 allowed them to join the 
Federal Reserve System and (when receiving deposits) to take out 
fedei-al deposit insurance. Those instUiuions which do not ic'semble 
commercial banks compiise a heterogeneous group tliat do not accept 
deposits or sell investment certificates. 

The average loan of an industrial bank is twice that of a small 
loan company, and its usual matin ity is 12 months. The ciiarartcr- 
istic loan is still tlie coimiker loan for purchase of household furni- 
turo and equipment, medical care, and other extraordinary expenses. 
The borrower has tivo acceptable comakers add their names to his 
note, all three then being jointly and severally liable on the install- 
ment. The note is discounted at a rate usually ranging from 6 to 
8 percent, investigation expenses (usually 2 percent) are deducted, 
and the balance is given in cash to the borrower. Repayment is 
usually required in weekly, semimonthly, or monthly installments. 
The traditional plan is to have the borrower purcliase “investment 
certificates” with his installments, to pledge the certificates as secu- 
rity for the loan, and to offset the certificates when fully paid against 
the loan contract. Thus, die loan transaction is separated from the 
transaction in investment certificates, with a covvespemding increase 
in the rate of return pennitted the indnstrial bank without violating 
the usury law. Many states recognize the legality ol the scjiavaiion, 
virliile others suspend the application of the usury laws to the loans 
of industrial banks. 
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Other types of installment loans are also made. Persons of satis- 
factory standing and income-earning ability can borro^v on their 
single-name promissory note, both for consumption and for business. 
In some places industrial banks provide funds for small businessmen 
on much the same terms as do commercial banks. Collateral may 
take the place of comakers. An increasingly large volume of loans 
is made on the security of chattel mortgages or other liens on auto- 
mobiles, household furniture, or otlier durables, as well as on real 
estate. Industrial banks have also invaded the Held of retail install- 
ment finance by purchasing the piomissory notes of installment 
buyers from dealers on much the same terms as do sales finance 
companies. The range of their loan activities is suggested in Table 77* 

TABLE 77 

CONSUMER INSTALLMENT CREDITS OF INDUSTRIAL BANKS AND 
INDUSIRIAL LOAN COMPANIES OUTSTANDING ON DECEMBER 31, 1951 

(000,000 omitted) 


Retail installment paper “ 

Automobile $182.1 

Other 128.5 

Repair and moderni/ation loans ^ 03.7 

Personal installment cash loam 285.1 


Total $659.4 


Source: Federal Reserve Bulletin, 

A Includes both direct loans nncl paper purchased. 

I) Includes both loans insured by FHA and nonlnsured loans. 

In addition to providing remedial loans, industrial banks, from 
the outset, have emphasized the promotion of thrift. They have sold 
interest-bearing investment certificates to nonborro^veis, either full 
paid or payable in installments. When permitted by state laiv, they 
commonly accept time deposits instead of selling investment cer- 
tificates. Most recent has been the receipt of checking accounts, 
especially tliose with no minimum balance, whicli is conducted by 
only a few industrial banks and is justified as providing complete 
financial service to tlie small man. But, as already stated, at this 
point the line of demarcation between industrial banks and com- 
mercial banks fades away. 
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■ COMMERCIAL BAMK CONSUMER CREDIT DEPARTMENTS 

Prior to the mid-1920’s, coiiiinei cial banks displayed 
little interest in providing a edit direct to (‘onsinners. They preferred 
to finance consumers indivecily by lending to sales finance companies 
and to retailers, and to personal finance companies and industrial 
banks. Such direct c'onsumer loans as they made were single payment 
instead of installment loans to customers. About 192.1 a few com- 
mercial banks began to enter the field by establishing personal loan 
departments, but active progress dates from the cstablisliment of 
such a department in 1928 by the National City Bank of New York. 
Thereafter, the number increased rapidly until in 1950 inoie than 
1,500 commercial banks operated consumer credit departments 
while thousands more which had not established si>cciaUzed depart- 
ments also provided consumer credit, The lirst interest of many 
lenders m this field may be traced to the FHA Title 1 repair and 
modei'nization loans in the mid-1930’s. 

The development of personal loan de]3artmcnts had two under- 
lying causes. One was the desire lor improved public relations to 
overcome the low esteem to which banks had sunk in the dcpicssion. 
The other was the need for revenue, leflcciing decreased U>an de- 
mand and lowei interest rates, in tiie face ol a substantial volume 
of excess xesevves. The higher rates on direct consumci' loans seemed 
attractive, especially in view of the excellent lo.s$ recoixl ul tlie 
specialized lenders. However, the lUK'ertain legal position of the 
personal loan department in many states caused banks to hesitate 
to enter the field of direct consumer credit. In 1940 only one lourth 
of the states had legislation specifically authorhing the operation 
of personal loan departments by commercial banks. An aclditional 
one fourth appeared to include such operations under the terms 
of the general banking statutes. In particular, the legality of charg- 
ing discount rates comparable to those of other consumer credit 
institutions, as well as investigation, service, delinquency, and other 
fees, was uncertain in many states. 

Loan techniques are, in general, similar to those of industrial 
banks. Comaker loans provide tlte gi'catcst volume, although many 
loam are made on single-name notes. These arc either unsecured or 
secured by collateral such as chattel mortgages (largely on automo- 
biles), savings | 3 ass books, stocks and bonds, and life insurance 
policies. The borrower is required to repay in regular installments, 
usually monthly, which are either applied directly to reduce the 
principal or are accumulated in a thrift account which secures the 
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loan and retires it at maturity, In general, the loans are larger and 
safer. Hence, the rates are somewhat lower than the rates of other 
consumer credit agencies. The most frequently charged rate of dis- 
count ranges from 6 to 8 percent, but many large institutions with 
volume operations charge lotver rates. In calculating the cost of 
borrowing, investigation and service fees as well as fines for delin- 
quency must be added. 

Besides lending directly to customers ^vho acquire automobiles 
and other consumer durables and to small businessmen, many com- 
mercial banks purchase consumers' installment notes from retailers. 
This activity, conducted either by the consumer credit depaitment 
or a separate "time sales" department, is conducted in the .same 
mannei as by sales finance companies. In addition, generally tlirough 
their commercial banking departments, commercial banks continue 
to lend to sales finance and personal loan companies. Finally, city 
hanks have recently begun to rediscount consumer installment paper 
for their countiy correspondents, which continue to mcike collections. 
The nature of commercial banks’ own consumer installment financ- 
ing is indicated in Table 78. 


TABLE 78 


CONSUMER INSTALI.MENT CREDITS OF COMMERCIAL BANES 
OUTSTANDING ON DECEMBER 31, 1939, AND 1951 

(000,000 omitted) 



1939 

1951 

Automobile retail 

Purchased 

$ 218 

$1,061 

Direct loans 

164 

1,192 

Other retail, diiect, and purchased 

155 

1,031 

Repair and modernization loans" 

209 

987 

Personal installment casli loans 

847 

1,213 

Total 

$1,093 

$5,434 


Source: Federal Reserve Bulletin, 

nlnUudcs loans insuicd by FHA and noniraurcd loans and also includes both 
direct loans and paper purchased. 

■ REGULATION OF CONSUMER CREDIT 

Most of this chapter has dealt with institutions orig- 
inally designed to provide additional consumer credit facilities—in 
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b, In your opinion what has been the elFect of the appearance and 
growth of installment credit upon the present structure of the 
American economy? 

2. In parallel columns compare the cash-lending piactices of credit 
unions, industrial banks, personal finance companies and personal loan 
depnitments of commercial banks, ivith respect to security, charges, 
and rc])nynient plans. What conclusions can you diaw as to their 
respective Reids of service? 

3. a. You sec a watch priced at .'§45. A ciedit jeweler offers it at $50, 

payable $1 a week, with no down payment and no carrying charge. 
What is the implicit rate of interest per annum involved in buying 
from die credit jewelei*? 

b. A rate chart issued by a commercial bank shows a monthly payment 
of $86.20 on a 12-month automobile loan of $1,000, if each payment 
is made on the due date. What is the actual Interest rate? 

c. What are the approximate equal monthly installments on a 15- 
moiidi loan for $100 from a personal Rnance company that chaiges 
3 percent a niondi, repayable in monthly installments over the 
15-month period? 

4. a. What is the justification for use of a giacluated charge by a personal 

finance company? 

b. Which method of stating charges do you prcfcr—ihe percent on the 
unpaid balance or the discount on the initial principal? Why? 

5. a, Why should a wife’s signature be desired on a personal note? 

b. Over half o£ the applicants for pcisonal loans aie said to be unable 
to get two comakers and, even wJien they can, often prefer to pay 
more and give a diattel inoi tgage. From the lender's point of view, 
indicate the justiRcation for charging less on the comaker loan. 
Why may boiTowers who can get comakers prefer the other type 
of loan? 

6. a. In passing upon loans to sales Rnance companies '’only when [the 

banker] has appraised and approved the gencial quality of the 
paper [which comprises die Rnance company’s portfolio] does he 
find it wordi while to analy4e the balancc-slieet relationships and 
the pioRt-and-loss account." (J. M. Chapman and associates, Com- 
Banks and Consiimer Installment Credit, New York, 1940, 
p. 208.) Explain the basis for the statement, 
b. Aie die banks better qualiRed now than 20 years ago to handle 
installment paper directly diemsclvcs? 

y. a. To what factot's do you attribute the active opening by commeixial 
banks of personal loan departments during the 1930's instead of 
during die 1920's? 

b. Did die new departments represent entirely new business foi the 
banks? Explain. 

8. a. Appraise die signiRcance of the credit union in the American Rnan* 
cial system. 
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b, What arguments can you present in lavor oE having a system o[ 
federal a'etlit unions ratlicr than one of federal pcrttonal finance 
companies? 

9. a, Rjclate the dilEcreuccs in the tcchuiciucH for controlling consumer 
ciedit and conuneicial ciedit to the dideicnces between the two 
classes of ciedit. 

b. What justification is thcic for selective coiitio) of the segment of 
tlie economy represented by consiimei (‘redit? 
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